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INTRODUCTION

This pamphlet,1 prepared by the staff of the Joint Committee on
Taxation, describes the proposed second protocol to the income tax
treaty between the United States and Israel. The proposed protocol
was signed in Jerusalem on January 26, 1993, and was amplified
by an exchange of notes signed the same day. The proposed proto-
col would amend the U.,S.-Israel income tax treaty, which was
signed on November 20, 1975, as amended by the first protocol,
which was signed on May 30 1980. The U.S.-Israel income tax
treaty (as amended by the first protocol) received the Senate’s ad-
vice and consent to ratification on November 18, 1981, subject to
an understanding providing for Congressional access to information
exchanged under the treaty. The understanding proved to be unac-
ceptable to Israel and the treaty did not enter into force. A public
hearing on the proposed protocol is scheduled on October 27, 1993,
by the Senate Committee on Foreign Relations.

The proposed protocol further amends the treaty, as amended by
the first protocol, in large measure to accommodate certain post-
1980 provisions of U.S. tax law and treaty policy (including the Tax
Reform Act of 1986). The proposed protocol also reflects changes in
Israeli law and makes certain technical corrections to the treaty
that are necessary because of the passage of time.

The proposed protocol replaces the language on the exchange of
information appearing in the treaty and the first protocol with lan-
guage used in 12 tax treaties to which the Senate has given advice
and consent since 1981. In incorporating that formula in the pro-
posed protocol, both governments understood and agreed that the
treaty, as amended, will permit access by the U.S. General Ac-
counting Office and Congressional tax-writing committees to con-
fidential information exchaznged under the treaty in connectlon
with their performance of oversight functions.

Part I of the pamphlet is a summary of the principal provisions
of the proposed protocol. Part II presents a discussion of the issues
raised by the proposed protocol. Part III contains a detailed, arti-
cle-by-article explanation of the proposed protocol.2 The Appendix
to the pamphlet contains a detailed, article-by-article explanation
of the treaty (as amended by the first protocol), reprinted from the
1981 report of the Senate Foreign Relations Committee accompany-
ing the proposed tax treaty and first protocol between the United
States and Israel.3 ; - , , »

1This pamphlet may be cited as follows: Joint Committee on Taxation, Explanation of Pro-
posed Protocol to the Income Tax Treaty between the United States and Israel (JC5-14-93), Octo—
ber 26, 1993.
2For a copy of the proposed protocol, see Senate Treaty Doc. 103-16, October 19, 1993.
3Tax Convention (and Proposed Protocol) with the State of Israel, Sen. Exec. Rept. No. 97-
29, 97th Cong., 1st Sess. (1981).
¢))



I. SUMMARY

The proposed protocol contains the following principal modifica-
tioris to the income tax treaty between the United States and Is-
rael 4

(1) Taxes covered.—The proposed protocol amends the coverage
of the treaty in several respects. In the case of the United States,
specific reference is made to the Internal Revenue Code of 1986,
and social security taxes are expressly excluded from the income
taxes generally covered. In the case of Israel, the description of
generally covered taxes is amended to reflect changes in the statu-
tory tax laws of Israel that have been enacted since the signing of
the first protocol to the treaty in 1980. The coverage of the non-
discrimination article is extended to include all state and political
subdivision taxes as well as all national-level taxes.

(2) Fiscal residence.—The proposed protocol modifies the resi-
dence rules of the treaty in two respects.

o First, it clarifies the treaty’s rule that U.S. citizenship alone
does not establish U.S. residence under the treaty. Under the
proposed protocol, a U.S. citizen or green-card holder who is
not treated as a resident of Israel under the treaty’s rules (e.g.,
a resident of a third country) would be treated as a resident
of the United States for purposes of the treaty only if that indi-
vidual has a substantial presence, permanent home, or habit-
ual abode in the United States. Thus, a U.S. citizen or green-
card holder who has no such connection with the United States
is not entitled to treaty benefits solely on the basis of U.S. citi-
zenship or a U.S. green-card. If a U.S. citizen or green-card
holder is a resident of Israel under the treaty rules, the pro-
posed protocol provides that any such individual be treated as
a resident of both the United States and Israel, and the resi-
dence of that individual for purposes of the treaty would be de-
termined under the treaty’s tie-breaker rules.

¢ Second, the proposed protocol extends and modifies the treaty
rule that generally denies treaty benefits in the case of a dual-
resident company. Under the proposed protocol, this rule ap-
plies to any dual resident other than an individual. Further, it
is not to apply if the competent authorities settle the question
of residence otherwise by mutual agreement and determine the
mode of application of the treaty to such person. Finally, the
proposed protocol clarifies that dual residence does not deprive
the entity itself of benefits under the double taxation article,
and allows other persons that receive dividends, interest, and

4 All references to the treaty between the United States and Israel are to the Convention Be-
tween the Government of the United States of America and the Government of the State of Is-
rael with respect to Taxes on Income, signed on November 20, 1975, as amended by the Protocol
signed on May 30, 1980. All references to a proposed protocol are to the proposed second proto-
col, which was signed on January 26, 1993.

(2



3

royalties paid by the dual- resident entity to benefit from the
treaty’s hmltatlons on source-based taxation of such items. :

(3) Source of income. —The proposed protocol modifies the
source rules of the treaty in conformity with the proposed protocol’s
amendments to the substantive rules of taxation of the treaty.

(4) Permanent establishment.—The fproposed protocol con-
forms the permanent establishment rules of the treaty as they per-
tain to the treatment of a dependent agent to recent model treaties,
As modified, a dependent agent does not constitute a permanent
establishment in a case where the activities of the agent are lim-
ited to those activities, specified in the treaty, for which a fixed
placed of business may be used and yet not constitute a permanent
establishment. ,

(5) General rules of taxation.—The proposed protocol clarifies
the application of the treaty’s saving clause, under which the Unit-
ed States and Israel may each tax their own residents and citizens
without regard to the limitations set forth in the treaty. Under the
proposed protocol, in conformity with current U.S. treaty policy,
treatment as a citizen applies to a former citizen whose loss of citi-
zenship had as one of its annmpal purposes the avoidance of tax,
for a period of ten years after the loss of citizenship. The proposed
protocol also clarifies that the saving clause does not override the
treatment provided in Article 20 of the treaty, under which alimony
and annuities are taxable only by the country of the recipient’s res-
idence, and child support payments are exempt from tax by the
country of the recipient’s residence.

The proposed protocol expands the concept of a permanent estab-
lishment to encompass deferred payments, as in Code section
864(c)(6). Under the proposed protocol, types of income or gain that
would be taxable in the source country if attributable to a perma-
nent establishment or fixed base are treated as attributable to such
a permanent establishment or fixed base, and therefore taxable by
the source country, even if the permanent establishment or fixed
base to which the payments are attributable has ceased to exist by
the time the payment is remitted from the source country.

The proposed protocol includes an understanding regarding pos-
sible future treaty amendments in response to significant future
changes in the domestic law or policy of either country. If domestic
legislation by one country significantly alters the balance of bene-
fits provided under the treaty, the appropriate authorities of the
United States and Israel are to endeavor to amend the treaty to
restore an approprlate balance of benefits. Tn "addition, if other
changes in one country’s treaty policy or domestic law make it ap-
propriate to amend the treaty, these authorities are to consult to
consider such amendments. i

(6) Income ﬁ'om real property. .—The proposed protocol clarl-
fies that the treaty’s rules allowing the taxation of gain on real
property and real property interests are fully consistent with the
provisions of the Foreign Investment in Real Property Act of 1980
(FIRPTA), as amended. The United States is specifically permitted
to tax gains derived by a resxdent of Israel from the disposition of
any “U.S. real property interest,” or the disposition of an interest
in a partnership, trust or estate to the extent attrlbutable toa U.S.
real property interest. Israel is permitted to tax gains derived by
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a resident of the United States from the disposition of a com-
parable interest in real property in Israel. v

(7) Dividends.—The proposed protocol provides that the treaty’s
limitations on the rate of source country taxation of dividends does
not apply to dividends paid by certain types of companies. The
treaty’s direct dividend withholding rate of 12.5 percent is not ap-
plicable to dividends paid by a U.S. Regulated Investment Com-
pany (RIC) or a Real Estate Investment Trust (REIT); neither does
the portfolio dividend withholding rate of 25 percent apply to divi-
dends paid by a REIT, unless the beneficial owner of the dividend
is an individual holding a less than 10-percent interest in the
REIT. The limitations on source country taxation of dividends do
not apply to taxes imposed by Israel on dividends paid to U.S. in-
vestors by certain Israeli companies that are taxed as pass-through
entities under Israeli law. Such dividends are treated like business
profits from permanent establishments in Israel, and therefore tax-
able on a net basis in Israel. ,

(8) Interest.—The proposed protocol makes available an alter-
native method of taxing interest income in the source country. In-
stead of being subjected to gross-basis tax in the source country at
the treaty’s reduced rates (which are either 0, 10, or 17.5 percent,
depending on the circumstances), the treaty resident is permitted
to elect taxation on a net basis as if the interest income were busi-
ness profits attributable to a permanent establishment in the other
treaty country.

The proposed protocol also provides, in conformity with U.S. tax
policy, that the treaty’s reductions and exemptions for withholding
tax on interest do not apply to any excess inclusion with respect
to a residual interest in a real estate mortgage investment conduit
(REMIC). \

(9) Branch tax.—The proposed protocol adds a new article to
the treaty that expressly permits the United States to impose the
branch profits tax (at a 12.5-percent rate) and the branch-level ex-
cess interest tax (at a 5-percent rate) on an Israeli company. In ad-
dition, the new treaty article permits Israel to impose similar
branch-level taxes on U.S. corporations.

(10) Capital gains.—The proposed protocol modifies certain ex-
ceptions to the treaty rule that generally exempts a resident of one
treaty country from tax by the other treaty country on gains from
the sale, exchange, or other disposition of capital assets. The treaty
provision that permits Israel to tax certain stock gains derived by
a resident of the United States from the sale, exchange, or other
disposition of stock in an Israeli corporation is modified by the pro-
posed protocol. As amended by the proposed protocol, that treaty
provision permits the taxation of direct-investment stock gains by
the source country on a reciprocal basis, (i.e., by the United States
as well as by Israel), and substantially reduces the ownership
threshold for the allowance of taxation to a minimum of 10 percent.
Under the Internal Revenue Code, however, no tax generally is im-
posed by the United States on direct-investment stock gains in U.S.
companies realized by foreign residents. In addition, a limitation on
the amount of taxable gain is provided in the case of certain trans-
fers of stock between certain related persons.
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-~ (11) Governmenial functions.—The treaty, like the proposed
1981 U.S. model income tax treaty (the “U.S. model”) and many
U.S. treaties in force, reserves to each treaty country the right to
tax certain of its own government employees on certain income
they are paid from public funds. The proposed protocol clarifies the

" treaty by adding definitions of public funds and public employment.
Public funds are defined as the funds of (a) the treaty country it-
self, or a political subdivision or local authority thereof, (b) a cor-
poration wholly owned by such a governmental bedy that performs
functions of a governmental nature, or (c) any other body that is
treated for tax purposes under the laws of the treaty country in the
same manner as such a governmental body, and that performs gov-
ernmental functions. Employment by a treaty country is defined to
include employment by any entity the funds of which are treated
as public funds.

(12) Limitation on benefits.—The proposed protocol replaces
the treaty’s article on “Investment or Holding Companies” with a
modern “Limitation on Benefits” article, which is intended to limit
indirect use of the treaty by persons who are not entitled to its ben-
efits by reason of residence in the United States or Israel. The new
article is similar to the corresponding provisions included in other
recently ratified U.S. tax treaties, such as the treaty between the
United States and Germany.

(13) Relief from double taxation.—The proposed protocol de-
letes from the treaty special rules pertaining to the application of
U.S. foreign tax credits with respect to compulsory loans to Israel.
The proposed protocol also provides specific rules for the applica-
tion of foreign tax credits in the case of certain types of income de-
rived from sources in the United States by U.S. citizens who are
resident in Israel. The proposed protocol also coordinates the trea-
ty’s source rules with special source rules provided under each
country’s domestic laws for purposes of foreign tax credits.

(14) Nondiscrimination.—The proposed protocol replaces the
treaty’s prohibition of discrimination against citizens of the other
treaty country with the broader provision that is contained in the
U.S. model treaty. The proposed protocol states explicitly that, for
purposes of U.S. tax, a U.S. citizen who is not a resident of the
United States is not in the same circumstances as an Israeli citizen
who is not a resident of the United States. The proposed protocol
also specifies that the treaty’s nondiscrimination rules will not pre-
vent either treaty country from imposing branch-level taxation as
allowed under the treaty.

(15) Exchange of information.—The proposed protocol brings
the treaty’s rules for the permissible use of exchanged information
into conformity with the corresponding provisions of the U.S. model
treaty and other recent U.S. tax treaties. Under the proposed pro-
tocol, information that is exchanged under the authority of the
treaty is permitted to be disclosed to persons or authorities con-
cerned with the administration of the taxes that are the subject of
the treaty.

(16) Entry into force.—The proposed protocol amends the effec-
tive date of the treaty. Under the proposed protocol, the treaty be-
comes effective with respect to taxes other than withholding taxes
for taxable years beginning on or after January 1 of the year (a)
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in which the treaty enters into force, if the treaty enters into force
prior to July 1 of that year, or (b) following the year in which the
treatiy enters into force, if the treaty enters into force after June
30 of any calendar year. Therefore, if the treaty enters into force
prior to July 1, 1994, its provisions will be effective with respect
to taxes other than withholding taxes in taxable years beginning
on or after January 1, 1994. Absent the proposed protocol, on these
facts the treaty would apply to such taxes only for taxable years
beginning on or after January 1, 1995. The proposed protocol en-
ters into force 30 days after the exchange of instruments of ratifica-
tion. '



~IL ISSUES
" The proposed protocol ralses ‘the followmg speclﬁc 1ssu
(1) Treaty shopping

" The proposed protocol ‘like all recent U. S 1ncome ‘tax treatles
generally limits treaty benefits for treaty country residents so that
only those residents with a sufficient nexus to a treaty country
would receive treaty benefits. Although ‘the proposed treaty gen-
erally is intended to benefit residents of Israel and the United
States only, residents of third countries sometimes attempt to use
a treaty to obtain treaty benefits. This is known as treaty shopping.
Investors from countries that do not have tax treaties with the
United States, or from countries that have not agreed in their tax
treaties with the United States to hmlt source country taxation to
the same extent that it is limited in another treaty may attempt
to secure a lower rate of tax by, for example, lending money to a
U.S. person indirectly through a country whose treaty with the
United States provides for a lower rate. The third-country investor
may attempt to do this by estabhshlng in that treaty country a
subsidiary, trust, or other investing entity which then makes the
loan to the U.S. person and clalms the treaty reductlon for the m- :
terest it receives.

The anti-treaty- shopping provision added to the Israel treaty by
the proposed protocol is similar to an anti-treaty-shopping provi-
sion in the Internal Revenue Code (as interpreted by Treasury reg-
ulations) and in several newer U.S. tax treaties. Some aspects of
the provision; however, differ either from an anti-treaty-shopping
provision proposed at the time that the U.S. model treaty was pro-
posed or from the anti- treaty-shoppmg provisions sought by the
United States in some treaty negotiations since the model was pub-
lishéd in 1981. The issue is whether the antl-treaty-shopplng provi-
sion of the treaty would effectively forestall potentlal treaty-shop-
ping abuses.

One provision of. the antl-treaty-shoppmg article of the proposed
protocol is more lenient than the ¢omparable rule in one version
proposeéd with the U.S. model ‘treaty. That U.S. model proposal al-
lows benefits to be denied if 75 percent or less of a resident compa-
ny’s stock is held by individual residents of the _country of resi-
dence, while the proposed treaty (like several newer treaties and
an antl—treaty-shopplng provision in the Internal Revenue Code)
lowers the qualifying percentage to 50, and ‘broadens the class of
quahfymg shareholders to include res1dents of either treaty coun-
try, as'well as the governments of the two countries (mcludmg local
authorities and political subdivisions thereof), and certain public
companies and tax-exempt entities that are quahfymg residents of
either the United States or Israel. 'I‘hus this safe harbor is consid-
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hand, counting for this purpose shareholders who are individuals
and other qualifying residents of either treaty country does not ap-
pear to invite the type of abuse at which the provision is aimed,
inasmuch as the targeted abuse is ownership by third-country resi-
dents attempting to obtain treaty benefits.

Another provision of the anti-treaty-shopping article differs from
the comparable rule some earlier U.S. treaties and proposed model
provisions, but the effect of the change is less clear. The general
test applied by those treaties to allow benefits, short of meeting the
bright-line ownership and base erosion test, is a broadly subjective
one, looking to whether the acquisition, maintenance, or operation
of an entity did not have “as a principal purpose obtaining benefits
under” the treaty. By contrast, the proposed protocol presents a
more precise test that allows denial of benefits only with respect
to income not derived in connection with the active conduct of a
trade or business. (However, this active trade or business test gen-
erally does not apply with respect to a business of making or man-
aging investments, so benefits could be denied with respect to such
a business regardless of how actively it is conducted.) In addition,
the proposed protocol gives the competent authority of the country
in which the income arises the ability to override this standard.

The proposed protocol also includes a specific rule in its anti-
treaty-shopping article that is new to U.S. treaties. Under a dis-
proportionate ownership test, treaty benefits are not available in a
case where the treaty resident company has outstanding a class of
stock that entitles its holders to a disproportionately high share of
the income derived in the other treaty country from assets located
there or activities conducted there, if third-country residents own
a majority of the shares of that class. This test prevents third-coun-
try residents from claiming the benefits of the treaty through the
use of so-called “alphabet” stock. ; ;

The practical difference between the proposed protocol tests and
the earlier tests would depend upon how they are interpreted and
applied. The principal purpose test may be applied leniently (so
that any colorable business purpose suffices to preserve treaty ben-
efits), or it may be applied strictly (so that any significant intent
to obtain treaty benefits suffices to deny them). Similarly, the
standards in the proposed protocol could be interpreted to require,
for example, a more active or a less active trade or business
(though the range of interpretation is far narrower). Thus, a nar-
row reading of the principal purpose test could theoretically be
stricter than a broad reading of the proposed treaty tests (i.e., the
principal purpose test might operate to deny benefits in potentially
abusive situations more often). ' ) o

It is believed that the United States should maintain its policy
of limiting treaty-shopping opportunities whenever possible, and in
exercising any latitude Treasury has to adjust the operation of the
proposed treaty it should satisfy itself that its rules, as applied,
adequately deter treaty shopping abuses. The proposed anti-treaty-
shopping provision may be effective in preventing third-country in-
vestors from obtaining treaty benefits by establishing investing en-
tities in Israel inasmuch as third-country investors may beé unwill-
ing to share ownership of such investing entifies on a 50-50 basis
with U.S. or Israeli residents or other qualified owners to meet the
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ownership test of the anti-treaty-shopping provision. The base ero-
sion test would provide protection from certain potential abuses of
an Israeli conduit. Finally, Israel imposes significant taxes of its
own; these taxes may deter third-country investors from seeking to
use Israeli entities to make U.S. investments. On the other hand,
1mp1ementat10n of the tests for treaty shopping set forth in the
treaty may raise factual, administrative, or other issues that can-
not currently be foreseen. Thus, the Commlttee may wish to satisfy
itself that the provision as proposed is an adequate tool for pre-
venting p0551b1e treaty-shoppmg abuses in the future

(2) Changes in domestic law or polwy

The proposed protocol addresses the subject of poss1b1e future
treaty amendments in response to significant future changes in the
domestic law or policy of either country. If domestic legislation by
one country significantly alters the balance of benefits provided
under the treaty, the appropriate authorities “shall promptly en-
deavor to amend” the treaty to restore an appropmate balance of
benefits. In addition, if changes i in one country’s treaty policy or do-
mestic law “make it appropriate” to amend the treaty, the appro-
priate authontles ‘shall promptly consult to consider such amend-
ments.”

The Exchange of Notes provides some examples of this under-
standing, which would be set forth in Article 6 (General Rules of
Taxation) of the treaty. First, the Exchange of Notes recites an’
agreement that if the United States ever grants a tax-sparing cred-
it to another county, the treaty ‘shall be promptly amended to in-
corporate such a provision.’ B

The Exchange of Notes also provides two examples of possible
changes in domestic law or policy that “may make it appropriate”
to amend the treaty. The two examples are more liberal foreign tax
credit benefits extended to taxes imposed by a third country, and
the possible integration of corporate and individual taxation under
domestic law, where integration benefits are provided under a tax
treaty with a third country. In both of these cases, the Exchange
of Notes suggests that treaty amendments should be considered. 5

The Committee may wish to clarify the degree, if any, to which
consent to the proposed protocol represents any “predisposition to
act favorably with respect to any future protocols or treaties nego-
tlated as contemplated by the authors of the above language

5The Exchange of Notes also recites an understandmg with respect to a prowsxon added by
the proposed protocol (new paragraph 8 of treaty Article 13) to eliminate a problem of U.S. do-
mestic tax avoidance by permitting the source country to impose its full statutory rate of with-
holding tax on any interest income in the form of an excess inclusion with respect to a residual
interest in a real estate mortgage investment conduit (REMIC). If the’ United States were to
amend the Internal Revenue Code to eliminate this problem in a manner other than ‘by impos-
ing tax on the recipient of the excess inclusion with respect to a REMIC, such excess ‘inclusions
would from that point be treated as ordlnary interest income in the hands of nonresident recipi-
ents, and thus (notwithstanding the provision added by the proposed protocol) would not be sub-
ject to tax by the United States. The Exchange of Notes further states that, should the Umted,
States fail to include a provision similar to this new paragraph of Article 13 (Interest) in U.8.
tax treaties signed subsequent to the entry into force of this treaty, without ‘having amended
the Internal Revenue Code to eliminate the domestic tax" avoidance problem, that would be con-
sidered a change in U.S. tredty policy that would make it appropriate to amend the tax treaty.
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(3) Interest

The treaty permits significantly higher rates of source-country
taxation of interest income than is permitted by most U.S. tax trea-
ties. Under the treaty, interest (other than certain ‘non-govern-
mental interest) is subject to source-country tax on a gross basis
at rates not to exceed 10 percent in the case of interest on a loan
from a bank or other financial institution, or 17.5 percent in the
case of any other interest. The proposed protocol, however, offers
an election to a treaty resident to be taxed on a net basis as if the
interest income were industrial and commercial profits attributable
to a permanent establishment in the other treaty country, and tax-
able under Article 8 (Business Profits) of the treaty. The proposed
protocol authorizes the competent authorities of each country to
adopt reasonable rules for the determination and reporting of such
net basis taxable income, as well as procedures to insure that the
treaty resident deriving interest income from the source country
makes available to the tax authorities of the source country such
books and records as are necessary to determine the proper amount
of the tax. ; ;

One purpose of the treaty is to reduce tax barriers to direct in-
vestment by U.S. firms in Israel. The practical effect of higher
source-country taxation of interest income could be greater Israeli
taxation of future activities of U.S. firms in Israel than would be
the case under the rules of either the U.S. or OECD model treaties.
However, the Committee approved the treaty’s rates of withholding
tax on interest when it gave its advice and consent to ratification
of the treaty in 1981. The issue for the Committee to consider at
this time is to what extent the net-basis election provided in the
proposed protocol may be a useful and appropriate amelioration of
the treaty’s high rates of gross-basis taxation of interest.

(4) Congressional access to information received under the
treaty

Article 29 (Exchange of Information) of the treaty, as in all U.S.
income tax treaties, requires the exchange of information that is
necessary to carry out the provisions of the treaty or of the domes-
tic tax laws of the two countries. The treaty article, however, con-
tains a provision not found in more recent U.S. treaties that limits
access to information received by the United States and Israel
under the treaty to persons involved in the assessment or collection
of taxes. A similar provision in treaties in force has been inter-
preted by the IRS as precluding Congressional access, specifically
General Accounting Office (GAO) access, to mutual agreement case
files. The appropriate Congressional oversight committees and the
GAO thus have been hampered in their attempts to audit IRS ad-
ministration of mutual agreement cases which may involve signifi-
cant revenue. '

At the time the treaty came before the Committee in 1981, this
issue was of significant concern to the Senate Finance Committee,
the House Ways and Means Committee, and the Joint Committee
on Taxation, which are charged with the responsibility for over-
sight of the IRS. The Committee expressed its belief that such ac-
cess is permitted and that those Committees and the GAO should,
pursuant to the procedures established in the Internal Revenue
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Code, have access to information exchanged under the treaties, in-
cluding the mutual agreement case files, where they believe it is
necessary to carry out their oversight functions. Accordingly, based
on the Committee’s recommendation, the Senate gave its advice
and consent to the ratification of the treaty (along with the first
protocgl)—— . . s e el e f i - ek

subject to the understanding that appropriate Congressional
committees, and the General Accounting Office, shall be af-
forded access to the information exchanged under this treaty
" and protocol where such access is necessary to carry out their
oversight responsibilities, subject only to the limitations and

procedures of the Internal Revenue Code.

The effect of this understanding was to clarify that the treaty
would authorize the Senate Finance Committee, the House Ways
and Means Committee, and the Joint Committee on Taxation, as
well as the GAO, to have access to all information received under

The 1981 understanding was not accepted by the Government of
Israel in 1981, however, and instruments of ratification have not
been exchanged between the United States and Israel with respect
to the treaty and first protocol. o L

The proposed protocol amends Article 29 (Exchange of Informa-
tion) of the treaty so as to bring the treaty’s rules for the permis-
sible use of exchanged information into conformity with the cor-
responding provisions of the U.S. model treaty and other recent
U.S. tax treaties, and thereby resolve the issue on account of which
the 1981 understanding was necessary. Specifically, under the pro-
posed protocol, information that is exchanged under the authority
of the treaty is permitted to be disclosed to persons or authorities
concerned with the administration of the taxes that are the subject
of the treaty. Such persons or authorities are intended to include
the tax-writing committees of Congress and the General Account-
ing Office, for their use in the performance of their roles in
overseeing the administration of the tax laws. Therefore, it appears
that ratification of this proposed protocol without reservation or
understanding is consistent with the understanding subject to
which the Senate gave its advice and consent to ratification of the
treaty and first protocol in 1981. The Committee may wish to sat-
isfy itself that this appearance accurately reflects the effect of the
proposed protocol. : » , e




III. EXPLANATION OF PROPOSED PROTOCOL

A detailed, article-by-article explanation of the proposed protocol
to the income tax treaty between the United States and Israel is
presented below. The explanation incorporates a discussion of the
explanatory notes, signed together with the proposed protocol, into
the discussion of the protocol provision to which the notes relate.

Article 1. Taxes Covered

~Article T of the proposed protocol amends Article 1 (Taxes Cov-
ered) of the treaty in several respects. First, in referring to the U.S.
taxes covered by the treaty, the proposed protocol makes specific
reference to the Internal Revenue Code of 1986. This amendment
clarifies that the changes to the Internal Revenue Code brought
about by the Tax Reform Act of 1986 are taxes covered by the trea-
ty. This clarification precludes any argument that new taxes added
to the Code in 1986, such as the branch profits tax, are not sub-
stantially similar to the taxation under the Code prior to the Tax
Reform Act of 1986, and therefore might not be covered by the
treaty. )

Second, the proposed protocol specifies that U.S. social security
taxes are not covered by the treaty. Accordingly, if a resident of Is-
rael performs personal services in the United States that are ex-
empt from U.S. taxation under the terms of the treaty, compensa-
tion for such personal services will be subject to the ordinary social
security tax laws under the Code. It generally is U.S. treaty policy
to exclude social security taxes from the coverage of income tax
treaties, leaving any bilateral modifications of statutory social secu-
rity laws to social security totalization agreements. There is no so-
cial security totalization agreement in effect between the United
States and Israel. '

Third, the proposed protocol specifies that the Israeli taxes cov-
ered by the treaty are those imposed by the Israeli Income Tax Or-
dinance, the Land Appreciation Tax Law, the Income Tax Law (Ad-
justments for Inflation), and other taxes on income administered by
the Government of Israel (including, but not limited to, the profit
tax on banking institutions and insurance companies and the in-
come tax component of a compulsory loan6). This amendment con-
forms to modifications of Israeli tax laws that have been enacted
since the treaty was signed. The first paragraph of the Exchange
of Notes clarifies that “other taxes on income administered by the
Government of Israel” refers only to taxes imposed solely under Is-
raeli law.

Fourth, the proposed protocol replaces the provision of Article 1
of the treaty which specifies the levels of taxation to which the

6 The staff understands that, although the compulsory loan provisions of Israeli law have been
repealed, some compulsory loans may remain outstanding.

(12)
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treaty’s nondiscrimination clause (Article 27) applies. Under re-
- vised paragraph 3 of treaty Article 1, as clarified by paragraph 2
of the Exchange of Notes, the nondiscrimination rules of the treaty
apply to taxes of any kind imposed at the national level, at a State
level, or by a political subdivision or local authority. As so amend-
ed, this provision is consistent with U.S. treaty policy.

Article IL. Fiscal Residence

Article II of the proposed protocol would amend Article 3 (Fiscal
Residence) of the treaty significantly, primarily with respect to the
treatment of U.S. citizens and green-card holders7 who do not re-
side in the United States, and persons who might be considered
residents of both the United States and Israel under the treaty’s
general definition of residence. The assignment of a country of resi-
dence is important because the benefits of the treaty generally are
available only to a resident of one of the countries as that term is
defined in the treaty. Furthermore, double taxation is often avoided
in the treaty by assigning one of the countries as the country of
residence if, under the laws of the two countries, a person would
be treated as a resident of both countries. -

Consistent with most U.S. income tax treaties, the U.S.-Israel
treaty provides that citizenship alone in a treaty country does not
establish residence in that country. This result is contrary to U.S.
treaty policy as expressed in the U.S. model, but the U.S. model
result has been achieved in few treaties. As a result, U.S. citizens
residing in third countries are not necessarily entitled to the bene-
fits of the treaty as U.S. residents. The proposed protocol clarifies
the operation of the treaty in this respect by providing that a U.S.
citizen or green-card holder who is not treated as a resident of Is-
rael under the treaty’s rules would be treated as a resident of the
United States for purposes of the treaty only if that individual has
a substantial presence, permanent home, or habitual abode in the
United States. Accordingly, a U.S. citizen (or a noncitizen who
holds a U.S. green-card) who resides in neither the United States
nor Israel and who does not maintain a substantial presence, per-
manent home or habitual abode in the United States, is not enti-
tled to treaty benefits as a resident of the United States solely on
the basis of U.S. citizenship or a U.S. green-card. If a U.S. citizen
or green-card holder is a resident of Israel under the treaty rules,
the proposed protocol provides that any such individual be treated
as a resident of both the United States and Israel, and the resi-
dence of that individual for purposes of the treaty is to be deter-
mined under the treaty’s tie-breaker rules.

Paragraph 3 of the Exchange of Notes clarifies that the term
“resident in Israel for purposes of Israeli tax,” as used in the trea-
ty’s definition of a resident of Israel, includes persons on whom
taxes are imposed by Israel, under the Income Tax Ordinance, on
income from sources outside Israel by virtue of their being Israeli
citizens. The staff understands that this does not mean that Israeli
citizenship alone confers Israeli residence status under the treaty
as modified by the proposed protocol. The staff understands that
taxes generally are not imposed by Israel under the Income Tax

7Le., aliens admitted to the United States for permanent residence.

73-305 O - 93 - 2
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Ordinance on income from sources outside Israel by virtue solely of
Israeli citizenship. Rather, Israeli citizens who reside outside of Is-
rael on more than a temporary basis generally are subject to Israeli
income tax only on income from sources in Israel.

The proposed protocol also updates a reference to the provision
of the Israeli Income Tax Ordinance that defines “oleh,” a certain
category of immigrant, in conformity with Israeli statutory amend-
ments that were enacted since the signing of the treaty.

Article II of the proposed protocol also replaces the treaty provi-
sion (paragraph 3 of Article 3) that generally excludes a dual-resi-
dent corporation--i.e., one that is treated both as a resident of Is-
rael and as a resident of the United States under the treaty’s resi-
dence rules—from the scope of the treaty. The proposed protocol ap-
plies a corresponding rule to all persens other than individuals,
rather than only to corporations as in the treaty. The proposed pro-
tocol provisions apply primarily to a corporation that is incor-
porated in the United States but managed and controlled in Israel.

In addition, the proposed protocol, unlike the treaty, provides
that in the case of such a dual-resident entity, the determination
of the residence of that person for purposes of the treaty will be
referred to the competent authorities of the United States and Is-
rael, who are to endeavor to settle the question by mutual agree-
ment and determine the mode of application of the treaty to the en-
tity. Pending such a competeni authority determination, the dual-
resident person is treated as a resident neither of the United
States nor of Israel, except for purposes of certain specified treaty
provisions. These specified purposes allow treaty benefits only
under Article 26 (under which a dual-resident person may claim
the benefits of the foreign tax credit) and Article 27 (under which
neither the United States nor Israel is permitted to discriminate
against a dual-resident person). The other specified treaty purposes
are largely definitional, rather than providing benefits: the dual-
resident person is treated as a resident of one or both of the treaty
countries for purposes of the treaty’s provision for entry into force
(so that the treaty may be regarded as in force with respect to the
dual-resident person), and for the provisions of Article 12 (Divi-
dends), Article 13 (Interest), and Article 14 (Royalties) that deal
with the duties of a payor of an amount of income for which the
recipient is entitled to treaty benefits.

Under the proposed protocol, the dual-resident person is not
treated as a resident of either the United States or Israel for pur-
poses of Article 29 (Exchange of Information). Inasmuch as the ap-
plication of Article 29 is not restricted to residents, however; infor-
mation may be exchanged with respect to dual-residents under Ar-
ticle 29.

Paragraph 4 of the Exchange of Notes clarifies that the limited
application of the treaty to dual-resident persons other than indi-
viduals includes the application of related treaty provisions that
are necessary to apply the specified treaty provisions. For example,
paragraph 4 of the Exchange of Notes specifies that, in thg»case of
a dividend payment made by a dual-resident company, the source
rules of Article 4 will apply “to the extent necessary to irisure prop-
er treatment” under the treaty.
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Article III. Source of Income -

Article III of the proposed protocol makes two amendments to
the source rules of Article 4 of the treaty. In both cases, the pro-
posed protocol modifies the source rules in conformity with amend-
ments to the treaty’s substantive rules of taxation made elsewhere
by the proposed protocol. * o :
- First, the proposed protocol provides a reciprocal source rule
under which gains derived by a resident of one treaty country from
the disposition of stock of a corporation of the other treaty country
is treated as arising from sources in that second country in“cases
where such gains are permitted to be taxed by the second country
under Article 15 (Capitel Gains) of the treaty, as modified by Arti-
cle X of the proposed protocol.8 Paragraph 5 of the Exchange of
Notes clarifies that the U.S. foreign tax credit may be applied sepa-
rately for taxes paid to Israel on such stock gains realized by resi-
dents of the United States, under section 865(h) of the Internal
Revenue Code. , ‘ ‘ o :

Second, Article IIT of the proposed protocol conforms the source
rule applicable to certain social security payments and compensa-
tion for governmental services to the substantive rules for the tax-
ation of such payments provided in Article 21 (Social Security Pay-
ments) and Article 22 (Governmental Functions) of the treaty, as
amended by Article XI of the proposed protocol. As in the case of
the amendment to the source rules applicable to stock gains, the
proposed protocol provides that such social security payments and
compensation for iovernmental services are to be treated as arising
from sources in the treaty country that is permitted to tax such
items of income under the treaty’s substantive rules of taxation.
Article IV. Permanent Establishment I

Article IV of the proposed protocol amends the permanent estab-
lishment rules of treaty Article 5 (Permanent Establishment) as
they pertain to the tréatment of a dependent agent. Under the pro-
posed protocol, as under the most recent United States, United Na-
tions, and OECD model treaties, a dependent agent does not con-
stitute a permanent establishment in a case where the activities of
the agent are limited to those activities (specified in paragraph 3
of treaty Article 5) for which a fixed place of business may be used
and yet not constitute a permanent establishment.

Article V. General Rules of Taxation

_Article V of the proposed protocol makes several amendments to
Article 6 (General Rules of Taxation) of the treaty. First, the pro-
posed protocol clarifies the application of the saving clause (para-
graph 3 of Article 6), under which the United States and Israel
may each tax their own residents and citizens, without regard to
the limitations set forth in the treaty. Under the proposed protocol,
treatment as a citizen applies to a former citizen whose loss of citi-

8As is discussed below in the explanation of the proposed protocol’s Article X, the treaty (prior
to amendment by the proposed protocol) would have permitted taxation by Israel of certain
%ains attributable to the disposition of stock in Israeli corporations, realized by residents of the

nited States, but would not have permitted taxation by the United States of similar gains real-
ized by residents of Israel attributable to the disposition of stock in U.S. corporations. Although
the treaty and proposed protocol permit the United States to impose taxation on certain U.S.
stock gains realized by residents of Israel, the Internal Revenue Code imposes no such taxation.
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zenship had as one of its principal purposes the avoidance of tax,

for a period of 10 years after the loss of citizenship. Therefore, in

conformity with current U.S. treaty policy with regard to former
citizens, the proposed protocol permits the United States to apply
Code section 877, under which full U.S. taxation is imposed for a
period of ten years on certain U.S. source income of former U.S.

citizens whose loss of U.S. citizenship had a tax avoidance purpose.

The proposed protocol also provides for consultations between the
competent authorities of the United States and Israel in the case
of the application of this rule to a former citizen of one of the treaty
countries who is a resident of the other treaty country. .

The proposed protocol also specifies two additional types of in-
come as not subject to the saving clause. The proposed protocol
clarifies that the saving clause does not override the treatment pro-
vided in Article 20 (Private Pensions and Annuities) of the treaty,
under which alimony and annuities are taxable only by the country
of the recipient’s residence, and child support payments are exempt
from tax by the country of the recipient’s residence. '

The proposed protocel modifies the “remittance basis” rule of the
treaty, which coordinates source-country tax reductions with remit-
tance-based taxation in the residence country. Under the treaty, in
a case where tax is relieved in the source country on a type of in-
come that is taxed in the residence country only on a basis on the
amount actually received in the latter country, then the source-
country tax relief applies only to the extent of the amount actually
remitted to the residence country during the taxable year in which
the income is earned in the source country. The proposed protocol
extends the remittance period by three months, to allow full
source-country tax relief on income that is remitted either during
the year it is earned or in the first three months of the following
taxable year. L - o '

 The proposed protocol adds two new paragraphs to Article 6 of
the treaty. New paragraph 7 of treaty Article 6 expands the con-
cept of a permanent establishment to encompass deferred pay-
ments. Under the proposed protocol, types of income or gain that
would be taxable in one country if attributable to a permanent es-
tablishment or fixed base are treated as attributable to such a per-
manent establishment or fixed base, and therefore taxable by the
host country, even if the permanent establishment or fixed base to
which the income or gain is attributable has ceased to exist by the
time payment is received. This treatment is consistent with Code
section 864(c)(6), which was added by the Tax Reform Act of 1986.

The second new paragraph, paragraph 8 of Article 6 of the trea-
ty, represents an understanding concerning circumstances under
which the treaty may be amended in response to significant future
changes in the domestic law or policy of either country. The new
treaty paragraph refers to consultations between “the appropriate
authority” of one country and its counterpart in the other country
to determine whether amendment is appropriate in response to
changes in the law or policy of either country. The Treasury De-
partment’s Technical Explanation of the proposed protocol (herein-
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after “Technical Explanation”)? explains that these appropriate au-
thorities may be the governments of the United States and Israel,

communicating through diplomatic channels, or the competent au-
thorities under the treaty, communicating in their usual direct
fashion. The new paragraph provides that if domestic legislation by
one country significantly alters the balance of benefits provided
under the treaty, the appropriate authorities “shall promptly en-
deavor to amend” the treaty to restore an appropriate balance of
benefits. New paragraph 8 also states that if changes in one coun-
try’s treaty policy or domestic law “make it appropriate” to amend
the treaty, these authorities “shall promptly consult to consider
such amendments.” ’ N

Paragraphs 6 and 7 of the Exchange of Notes set forth some ex-
amples of the understanding reflected in new paragraph 8 of treaty
Article 6. Paragraph 6 of the Exchange of Notes recites an agree-
ment that if the United States ever grants a tax-sparing credit to
another county, the treaty “shall be promptly amended to incor-
porate such a provision.”

Paragraph 7 of the Exchange of Notes provides two examples of

“possible changes in domestic law or policy that “may make it ap-
propriate” to amend the treaty. The two examples are (1) more lib-
eral treaty benefits (e.g., foreign tax credit benefits) extended to a
third country, and (2) changes in domestic law that result in the
allowance of treaty benefits to a third country (e.g., the possible in-
tegration of corporate and individual taxation under domestic law,
where integration benefits are provided under a tax treaty with a
third country). In both of these cases, paragraph 7 of the Exchange
of Notes suggests that treaty amendments should be considered.
"~ Paragraph 7 of the Exchange of Notes goes on to recite an under-
standing that the two countries will consult about possible amend-
ments to the treaty in the event that one country adopts new do-
mestic rules that treat expenses incurred within that country more
favorably than expenses incurred in the other treaty country, so
long as the Free Trade Area Agreement between the United States
and Israel remains in force.10

Article VL Income from Real Property

Article VI of the proposed protocol amends Article 7 (Income
from Real Property) of the treaty in order to clarify that the trea-
ty’s rules allowing the taxation of gain on real property and real
property interests are fully consistent with the provisions of the
Foreign Investment in Real Property Act of 1980 (FIRPTA), as
amended. Under the new paragraph 3, the United States speclfi-
cally is permitted to tax gains derived by a resident of Israel from
the dlspos1t10n of any “U.S. real property 1nterest or the dlsp051-

9United States Treasury Department Technical Explanation of the Second Protocol Amendmg
the Convention Between the Government of the United States of America and the Government
of the State of Israel with Respect to Taxes on Income, Signed on January 26, 1993, October

1°Sec 5(a) of the United States-Israel Free Trade Area Imflementatlon Act of 1985 (P.L. 99-
47) ;fro\ndes that the statutory laws of the United States (including the Internal Revenue Code)
shall prevail over any conflicting provisions of the U.S.-Israel Free Trade Area Agreement. Ac-
cordmgly, nothing in the U.S.-Israel Free Trade Area Agreement inhibits the effect of provisions

n the Internal Revenue Code, whether enacted before or after the U.S.-Israel Free Trade Area
Agreement entered into force, that may treat expenses incurred within that country more favor-
ably than expenses incurred in the other treaty country.

B
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tion of an interest in a partnership, trust or estate to the extent
attributable to a U.S. real property interest. Israel is permitted to
tax gains derived by a resident of the United States from the dis-
position of a comparable interest in real property in Israel. Accord-
ing to the Technical Explanation, the term “U.S. real property in-
terest” is understood by the United States and Israel to have the
same meaning in the treaty as it has in section 897 of the Code.
Therefore, as amended by the proposed protocol, the treaty does
not limit the Code’s provisions for the taxation of foreign interests
in U.S. real property.

Article VIL Dividends

Under the treaty, dividends paid by a company that is a resident
of one treaty country to a resident of the other country may be
taxed by the second country. Such dividends may also be taxed by
the first country (the “source country”). However, the tax so
charged by the source country may not exceed (a) 12.5 percent of
the gross amount of direct-investment dividends (i.e., where the re-
cipient of the dividends is a company that owns at least 10 percent
of the voting stock of the company paying the dividends, and the
paying company satisfies certain other qualifications), or (b) 25 per-
cent of the gross amount of the dividends in all other cases.11

The proposed protocol first clarifies that the prohibition of source
country tax in excess of 12.5 percent on certain direct-investment
dividends applies to dividends paid to U.S. companies and to Israeli
companies. )

Second, under the proposed protocol, the prohibition of source
country tax in excess of 12.5 percent on certain direct-investment
dividends does not apply to a dividend from a United States Regu-
lated Investment Company (RIC) or a Real Estate Investment
Trust (REIT). The proposed protocol allows the United States to
impose a 25-percent tax on a U.S. source dividend paid by a RIC
to any Israeli company, even if the Israeli company owns 10 per-
cent or more of the voting shares of the RIC. The proposed protocol,
like the treaty, limits to 25 percent the U.S. tax that may be im-
posed on a U.S. source dividend paid by a REIT to an individual
resident of Israel who holds a less than 10 percent interest in the
REIT. However, there would be no limitation, under the proposed
protocol, on the tax that may be imposed by the United States on
a dividend paid by a REIT to an Israeli resident if the recipient is
either an individual holding a 10-percent-or-greater interest in the
REIT, or a company. Thus, such a dividend is taxable by the Unit-
ed States, under current domestic law, at the full 30-percent rate.

Third, Article VII of the proposed protocol provides that the limi-
tation on source country taxation of dividends does not apply to
taxes imposed by Israel on dividends paid by certain Israeli compa-
nies to U.S. investors. The Israeli companies subject to this excep-
tion are those taxed as pass-through entities under sections 64
(House property companies) and 64A (Family companies) of the Is-
raeli Income Tax Ordinance, or in a substantially similar manner.
As explained in paragraph 9 of the Exchange of Notes, examples

11The staff understands that certain tax incentives are available under Israeli law under
which withholding tax rates on dividends paid to foreign investors may be reduced from 25 per-
cent to as low as 15 percent, without regard to any bilateral tax treaty.
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of pass-through taxation under Israeli law include a corporation
that is itself exempt from tax with the shareholders taxable on
their pro-rata shares of the corporation’s income, or a corporation
that is entitled to a deduction for dividends paid to shareholders.
Dividend income covered by this exception is treated as if it were
business profits from a permanent establishment in Israel, and
therefore taxable on a net basis in Israel. .

Article VIIL Interest

Article VIIT of the proposed protocol adds two new paragraphs to
Article 13 (Interest) of the treaty. The first new paragraph offers
an election to a_treaty resident receiving interest income from
sources in the other treaty country. Instead of being subjected to
gross basis tax in the source country (at rates not to exceed 10 per-
cent in the case of interest on a loan from a bank or other financial
institution, or 17.5 percent in the case of other interest), the treaty
resident may elect to be taxed on a net basis as if the interest in-
come were industrial and commercial profits attributable to a per-
manent establishment in the other treaty country, and taxable
under Article 8 (Business Profits) of the treaty. The proposed proto-
col authorizes the competent authorities of each country to adopt
reasonable rules for the determination and reporting of such net-
basis taxable income, as well as procedures to ensure that the trea-
ty resident deriving interest income from the source country makes
available to the tax authorities of the source country such books
and records as are necessary to determine the proper amount of
the tax. The Technical Explanation states that the U.S. competent
authority will provide rules for the apportionment of expenses for
purposes of determining the amount of net income on which the
United States would impose tax at the source, as is required for in-
come taxable under Article 8 (Business Profits). L

The second new paragraph of Article 13 of the treaty, added by
Article VIII of the protocol, provides that the treaty’s reductions
and exemptions for withholding tax on interest do not apply to any
excess inclusion with respect to a residual interest in a real estate
mortgage investment conduit (REMIC). The effect of this provision
is to permit the source country to impose its full statutory rate of
withholding tax on that type of income. This provision is consistent
with the tax policy embodied in Code sections 860E(e) and 860G(b),
that excess inclusions with respect to a REMIC should bear a full
U.S. tax in all cases. The Technical Explanation suggests that,
without a full source-basis tax imposed on such amounts of income,
Israeli purchasers of residual interests would have a competitive
advantage over U.S. purchasers when such residual interests are
initially offered for sale, and also that differences in the timing of
taxable and economic income produced by these residual interests
would create opportunities for tax avoidance. T

Paragraph 10 of the Exchange of Notes sets forth an understand-
ing regarding the purpose and application of this second new provi-
sion added by Article VIII of the proposed protocol to Article 13 (In-
terest) of the treaty. The Exchange of Notes recites an understand-
ing that this new provision has been added at the request of the
United States to address a problem of domestic tax avoidance aris-
ing under the internal laws of the United States, and that the
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United States intends to include similar provisions in all of its fu-
ture treaties. The Exchange of Notes recites an understanding that
if the United States were to amend the Internal Revenue Code to
eliminate this problem of domestic tax avoidance in a manner other
than by imposing tax on the recipient of the excess inclusion with
respect to a REMIC, such excess inclusions would from that point
be treated as ordinary interest income in the hands of nonresident
recipients, and would thus be eligible for the exemption from with-
holding tax on interest income available under the laws of the
United States. Therefore, notwithstanding the ‘provision added by
the proposed protocol, interest income earned by a resident of Is-
rael in the form of an excess inclusion with respect to a REMIC
would not be subject to tax by the United States. The Exchange of
Notes further states that, should the United States fail to include
a provision similar to this new paragraph of Article 13 (Interest)
in U.S. tax treaties signed subsequent to the entry into force of this
treaty, without having amended the Internal Revenue Code to
eliminate the domestic tax avoidance problem, that would be con-
sidered a change in U.S. treaty policy that would make it appro-
priate to amend the tax treaty, as described above under Article V
of the proposed protocol.

Article IX. Branch Tax

Article IX of the proposed protocol adds Article 14A (Branch Tax)
to the treaty. Under this new article, the United States is expressly
permitted to impose the branch profits tax and the branch-level in-
tesrest tax on an Israeli company, as provided under Code section
884. '

The Code, as amended by the 1986 Act, imposes branch-level
taxes on foreign corporations earning income effectively connected
with the conduct of a U.S. trade or business. The Code provides
that no U.S. treaty shall exempt any foreign corporation from the
branch profits tax (or reduce the amount thereof) unless the foreign
corporation is a “qualified resident” of the treaty country.

The Code defines a “qualified resident” as any foreign corpora-
tion which is a resident of a treaty country if it can meet either
of the following tests. First, any foreign corporation resident in a
treaty country is a qualified resident of that country unless (1) 50
percent or more (by value) of the stock of the corporation is owned
(directly or indirectly within the meaning of Code section 883(c)}4))
by individuals who are not residents of the treaty country and who
are not U.S. citizens or resident aliens, or (2) 50 percent or more
of its income is used (directly or indirectly) to meet liabilities to
persons who are not residents of the treaty country or the United
States. Second, a foreign corporation resident in a treaty country
is a qualified resident if the stock of the corporation is primarily
and regularly traded on an established securities market in the
treaty country, or if the corporation is wholly owned (either directly
or indirectly) by another foreign corporation which is organized in
the treaty country and the stock of which is so traded, or is wholly
owned by a U.S. corporation whose stock is primarily and regularly
traded on an established securities market in the United States.

The proposed protocol provides that a company which is a resi-
dent of one treaty country may be subject in the other country to
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a tax in addition to the tax allowable under the other provisions
of the treaty. In the case of the United States, that tax may be im-
posed only on two amounts. One amount is the “dividend equiva-
lent amount” of the business profits of the company which are ef-
fectively connected (or treated as effectively connected) with the
conduct of a trade or business in the United States and which are
either attributable to a permanent establishment in the United
States or subject to tax in the United States under Article 7 (In-
come from Real Property) or Article 15 (Capital Gains) of the trea-
ty.12 The other amount is the excess, if any, of interest deductible
in the United States in computing the profits of the company that
are subject to tax in the United States and are either attributable
to a permanent establishment in the United States or subject to
tax in the United States under Article 6 or Article 15 of the treaty,
over the interest paid by or from the permanent establishment or
trade or business in the United States: ‘V o
Israel does not impose either a branch profits tax or a branch-
level excess interest tax comparable to the taxes imposed by the
United States under Code section 884. Under the proposed proto-
col, however, Israel would be permitted to impose branch-level
taxes should its domestic laws be amended in the future to impose
such taxes. In that event, the proposed protocol would permit Israel
to tax an Israeli branch operation of a U.S. corporation in a man-
ner comparable to a similarly situated Israeli corporation and its
U.S. shareholder. The proposed protocol does not limit the applica-
tion of Israel’s potential branch tax to permanent establishments,
unlike the permissible scope of the U.S. branch-level taxation
under the proposed protocol. Paragraph 11 of the Exchange of
Notes, however, recites an understanding that should Israel impose
a branch tax in circumstances in which the United States is not
permitted under the proposed protocol to impose its branch tax, the
competent authorities of the two countries will consult with a view
toward conforming the rules for branch-level taxation under the
treaty. , A
The proposed protocol limits the rate of branch tax that may be
imposed by the two countries. Under the proposed protocol, a trea-
ty country may not impose a branch profits tax at a rate exceeding
the rate specified under the treaty for taxes on direct-investment
dividends (i.e., 12.5 percent). Similarly, a treaty country may not
impose a branch-level interest tax at a rate exceeding 5 percent,
which can be viewed as a blend of the rates specified under the

12The term “dividend equivalent amount” is not defined in either the treaty or the proposed
protocol. The Technical Explanation explains that the term is to be defined in accordance with
applicable U.S. internal law (i.e., Code section 884(b) and regulations thereunder), as the term
may be amended from time to time without changing the general principle thereof. Generally,
the dividend equivalent amount is the earnings and profits of a U.S. branch of a foreign corpora-
tion attributable to its income effectively connected (or treated as effectively connected) with a
U.S. trade or business, subject to two adjustments. These adjustments identify changes in a
branch’s U.S. net e<glity (i.e., the difference between a branch’s assets and liabilities treated as
connected with a U.S. trade or business) that reflect the uses to which the profits are put during
a taxable year. The first adjustment reduces the tax base to the extent the branch’s earnings
are reinvested in trade or business assets in the United States (or reduce U.S. trade or business
liabilities). The second adjustment increases the tax base to the extent prior reinvested earnings
are withdrawn from the U.S. or business, such as by remittance to the }gome office of the foreign
corporation. - g : -
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%reat{ and the proposed protocol 13 for taxes on various types of in-
erest. , . .

Paragraph 11 of the Exchange of Notes also recites an under-
standing that a treaty-country resident that qualifies for benefits
under the treaty (i.e., taking into account the limitations of treaty
Article 25 (Limitation on Benefits), as added by Article XII of the
proposed protocol) will not be subject to branch-level taxation ex-
cept as authorized by the treaty. This understanding méans simply
that the determination of a treaty resident that qualifies for treaty
benefits under Article 25 of the treaty will take precedence over the
definition of qualified residence for branch tax purposes under
Code section 884(e)(4).

Article X. Capital Gains

Article X of the proposed_protocel makes three amendments to
Article 15 (Capital Gains) of the treaty. Article 15 generally pro-
vides that a resident of one treaty country is exempt from tax by
the other treaty country on gains from the sale, exchange, or other
disposition of capital assets, except as provided in several enumer-
ated exceptions.

The proposed protocol’s first amendment to Article 15 clarifies
the enumerated exception under which certain gains on real prop-
erty located in the second treaty country may be taxed by that
country. As modified by the proposed protocol, this exception ap-
plies to precisely those gains on which taxation is permitted to be
imposed under Article 7 (Income from Real Property) of the treaty.

The proposed protocol’s second amendment to Article 15 pertains
to the enumerated exception (under which taxation by the source
country is permitted) for certain direct-investment stock gains. Ar-
ticle 15 of the treaty permits Israel to tax gains derived by a resi-
dent of the United States from the disposition of stock in an Israeli
corporation, if within the 12-month period preceding the disposition
the U.S. resident owned (actually or constructively) stock possess-
ing more than 50 percent of the voting power of the Israeli corpora-
tion, and if at certain dates in the preceding years, more than 50
percent of the fair market value of the Israeli corporation’s gross
assets used in its trade or business were physically located in Is-
rael. The proposed protocol amends Article 15 of the treaty to per-
mit the taxation of direct-investment stock gains by the source
country on a reciprocal basis, (i.e., by the United States as well as
by Israel), and to substantially reduce the ownership threshold for
the allowance of taxation. As amended by the proposed protocol,
Article 15 of the treaty does not apply its general exemption from
source country taxation of gains (i.e., permits source country tax-
ation of such gains), in a case where the gain is derived by a resi-
dent of one treaty country from the sale, exchange or other disposi-
tion of stock in a corporation of the second treaty country, if the
resident of the first treaty country owned, directly or indirectly, at
any time within the twelve-month period preceding such trans-
action, stock possessing 10 percent or more of the voting power of
the corporation. Paragraph 12 of the Exchange of Notes clarifies

13Under the net-basis election provided by Article VIII of the proposed prétocol, taxation of
interest income by the source country may be imposed at levels equivalent to very low rates
of gross-basis tax.
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that direct or indirect ownership includes constructive ownership
through related persons, for purposes of the entire Article 15 of the
treaty. VY S TV U T e

Although this amendment permits direct-investment stock gains
to be taxed on a reciprocal basis, in contrast to_the allowance of
such taxation only by Israel in the treaty prior to amendment by
the proposed protocol, no additional taxation is imposed by the
United States under the current provisions of the Internal Revenue
Code. Under the Code, gain realized by a nonresident alien or a
foreign corporation from the sale of a capital asset (other than cer-
tain interests in U.S. real property) generally is not subject to U.S.
taxation unless either the gain is effectively connected with the
conduct of a U.S. trade or business, or, in the case of a nonresident
alien individual, the individual is physically present within the
United States for at least 183 days in the taxable year. Thus, un-
less the Code is amended, no tax is imposed by the United States
on direct-investment stock gains in U.S. companies realized by resi-
dents of Israel. ’

The proposed protocol’s third amendment to Article 15 pertains
to the application of the direct-investment stock gains provision in
the case of certain corporate transactions involving the transfer of
the stock or assets of a corporation of one treaty country that owns
stock in a corporation of the second treaty country. This new provi-
sion of Article 15 of the treaty applies in a case where the trans-
feror corporation and the transferee corporation are both resident
in the same treaty country, where the transferor or the transferee
owns, either directly or indirectly, stock representing 80 percent or
more of the voting rights and value of the other corporation (or a
third corporation resident in the same treaty country owns such a
stock interest in both the transferor and the transferee), and where
the transferee’s basis in the asset or assets received is determined
(in whole or in part) by reference to the transferor’s basis in such
assets. In such a case, the amount of gain taxable in the second
treaty country is limited to the value of cash or other property
(“boot”) received by the transferor corporation. This limitation does
not apply, however, if the first treaty country taxes as gain on the
transaction more than the amount of boot received. :

For example, assume that Company A and Company B are both
incorporated in the United States, and are members of the same
affiliated group. Company B owns 10 percent of the stock in Com-
pany C, an Israel corporation. Assume further that Company B is
merged into Company A in a transaction that is described in sec-
tion 368(a)(1XA) of the Internal Revenue Code, and accordingly,
Company A’s basis in the Company C stock previously held by
Company B is determined under section 362(b) of the Code by ref-
erence to the basis of the Company C stock in the hands of Com-
pany B. Under Article 15 of the treaty, as amended by Article X
of the proposed protocol, Israel is permitted to tax the gain realized
by Company B on the transfer of its Company C stock to Company
A only to the extent of any boot received by Company B.

Article XI. Governmental Functions

Article XI of the proposed protocol clarifies the mez;niﬁé and 65—
eration of Article 22 (Governmental Functions) of the treaty by
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adding new paragraphs to that article to define public funds and
public employment. The treaty reserves to a treaty country the
right to tax amounts paid to certain persons from public funds of
that country for service performed as an employee of the national
government of that country or an agency thereof, in the discharge
of functions of a governmental nature. Under Article 22 as amend-
ed, public funds are defined to mean the funds of (a) the treaty
country itself, or a political subdivision or local authority thereof,
(b) a corporation wholly owned by such a governmental body that
performs functions of a governmental nature, or (c) any other body
that is treated for tax purposes under the laws of the treaty coun-
try in the same manner as such a governmental body, and that
performs governmerntal functions. o

Under Article 22, as amended, employment by a treaty country
is defined to include employment by any entity the funds of which
are treated as public funds under the definition described above.

Article XII. Limitation on Benefits
In general T

Article XII of the proposed protocol replaces Article 25 (Invest-
ment or Holding Companies) of the treaty with a new Article 25
captioned “Limitation on Benefits.” This provision, in a much more
sophisticated manner than the treaty’s investment or holding com-
panies provision, is intended to limit indirect use of the treaty by
persons who are not entitled to its benefits by reason of residence
in the United States or Israel. ,

The treaty is intended to limit double taxation caused by the
interaction of the tax systems of the United States and Israel as
they apply to residents of the two countries. At times, however,
residents of third countries attempt to use a treaty. This use is
known as “treaty shopping” and refers to the situation where a per-
son who is not a resident of either country seeks certain benefits
under the income tax treaty between the two countries. Under cer-
tain circumstances, and without appropriate safeguards, the non-
resident is able indirectly to secure these benefits by establishing
a corporation (or other entity) in one of the countries; the entity,
as a resident of that country, is entitled to the benefits of the trea-
ty. Additionally, it may be possible for the third-country resident
to reduce the income base of the treaty-country resident by having
the latter pay out interest, royalties, or other amounts under favor-
able conditions (i.e., it may be possible to reduce or eliminate taxes
of the resident company by distributing its earnings through de-
ductible payments or by avoiding withholding taxes on the distribu-
tions), either through relaxed tax provisions in the distributing
country or by passing the funds through other treaty countries (es-
sentially, continuing to treaty shop), until the funds can be repatri-
ated under favorable terms. '

The proposed new anti-treaty-shopping article provides that a
resident of a treaty country generally is not entitled to the benefits
of the treaty if it fails an ownership/“base erosion” test or a dis-
proportionate-ownership test. These tests do not apply, however,
and treaty benefits are available, if the treaty resident satisfies one
of five specific exemptions from the ownership/“base erosion” and
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disproportionate ownership tests. The proposed protocol also au-
thorizes the competent authorities of the treaty countnes to pro-
vide additional exemptions. ‘

- Ownership/base-erosion test

Under the proposed protocol, as under one proposal prov1s1on of
the U.S. model and corresponding provisions of recent U.S. treaties,
a person would fail the ownership/base-erosion test if that person
fails either the ownership branch or the base-erosmn-payments
branch of the test.”

Under the ownership branch of the ownership/base- erosion ‘test,
treaty benefits are not available if 50 percent or more of the bene-
ficial interest (in the case of a company, 50 percent or more of the
voting power or value of the company’s stock) in that entity is
owned directly or indirectly by any combination of one or more in-
dividuals who are not residents of Israel or the United States, and
who are not citizens of Israel or the United States taxable in that
country on income derived outside that country.

In addition, under the base-erosion-payments branch of the test,
treaty beneﬁts are not available if 50 percent or more of the gross
income of the entity is used (i.e., in substantial part), directly or
indirectly, to meet liabilities (mcludmg liabilities for interest or
royalties) to persons or entities who are rcsidents of a third country
(other than the United States or Israel), and who are not citizens
of Israel or the United States who are taxable in that country on
income derived outside that country This rule is commonly re-
ferred to as the “base erosion” rule and is necessary to prevent a
corporation, for example, from distributing (including paying, in
the form of deductible items such as interest, royalties, service fees,
or other amounts) most of its income to persons not entitled to ben-
efits under the treaty. This provision is similar to those in recent
U.S. treaties. .

Dzsproportwnate-ownershzp test

Under the dlsproportlonate-ownershlp test, treaty benefits are
not available in a case where the treaty resident company (or an-
other company, wherever resident, that controls the treaty resident
company) has outstanding a class of stock that entitles its holders
(by a dividend distribution or by any other means) to a dispropor-
tionately high share of the income derived in the other treaty coun-
try from assets located there or activities conducted there, if 50
percent or more of the shares of that class of stock are owned di-
rectly or indirectly by any combination of one or more individuals
who are not residents of Israel or the United States, and who are
not citizens of Israel or the United States taxable in that country
on income derived outside that country. This test prevents third-
country residents from claiming the benefits of the treaty through
the use of so-called “alphabet” stock. For example, assume that a
U.S. holding company (of which more than 50 percent of the vote
and value of all classes of stock is owned by U.S. resident individ-
uals) has outstanding a second class of stock, class I stock, which
entitles its holders to all dividends received by the U.S. holdlng
company from its subsidiary that is incorporated in and operating
exclusively in Israel. The disproportionate-ownership test makes it
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clear that third-country residents who structure their investment
in the Israeli corporation through ownership of class I stock in the
U.S. holding company do not thereby effectively obtain the benefits
of the treaty’s reduced source taxation of dividends paid by an Is-
raeli corporation.

Specific exemptions

As noted above, these tests do not apply, and treaty benefits are
available, if the treaty resident satisfies one of five specific exemp-
tions from the ownership/base-erosion and disproportionate-owner-
ship tests. The first specific exemption applies if the treaty resident
is an individual. : ' .

The second specific exemption applies if the treaty resident is it-
self one of the treaty countries or a political subdivision or local au-
thority thereof, or if the treaty resident is a corporation wholly
owned by such a governmental body that performs governmental
functions, or if the treaty resident is any other body that is treated
for tax purposes in the same manner as such a governmental body
and that performs governmental functions. This exemption applies
to entities that are described in treaty Article 22 (Governmental
Functions), as amended by Article XI of the proposed protocol.

The third specific exemption applies if the treaty resident is en-
gaged in the active conduct of a trade or business in its residence
country, and the income derived from the other country is derived
in connection with, or is incidental to, that trade or business. How-
ever, this exemption does not apply (and the availability of treaty
benefits is thus subject to the ownership/“base erosion” and dis-
proportionate-ownership tests) to the business of making or manag-
ing investments, unless these activities are banking or insurance
activities carried on by a bank or insurance company. This active
trade or business rule replaces a more general rule in some earlier
U.S. income tax treaties that preserves benefits if an entity is not
used “for a principal purpose of obtaining benefits” under a treaty.

The Technical Explanation states that the situations intended fo
be covered by this “active business” exemption are those illustrated
in the first six examples in the Memorandum of Understanding Re-
garding the Scope of the Limitations on Benefits Article in the Con-
vention Between the Federal Republic of Germany and the United
States of America.14 For example, a dividend paid to a U.S. manu-
facturing company by its Israeli sales subsidiary that is selling the
parent’s products in Israel would be considered “derived in connec-
tion with” the U.S. company’s active trade or business. As another
example, dividends earned by an Israeli corporation from investing
some of its working capital, temporarily, in U.S. preferred shares
would be considered “incidental to” its active trade or business.
Even if the Israeli company has no other activities in the United
States, the dividends from those shares would be considered inci-
dental to the active business of the company in Israel, and would
be entitled to U.S. treaty benefits.

The fourth specific exemption applies if the treaty resident satis-
fies a public-company test. Under the public-company test, a com-

14See Tax Convention with the Federal Republic of Germany, Sen. Exec. Rept. No. 101-27,
101st Cong., 2d Sess. 79-80 (1990).
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pany that is a resident of Israel or the United States and that has
substantial and regular trading in its principal class of shares on
a recognized stock exchange is entitled to the benefits of the treaty
regardless of where its actual owners reside or, the amount or des-
tination of payments it makes. The term “recognized stock ex-
change” includes the NASDAQ System owned by the National As-
sociation of Securities Dealers, Inc.; any stock exchange registered
with the Securities and Exchange Commission as a national securi-
ties exchange for the purposes of the Securities Exchange Act of
1934; the Tel Aviv stock exchange and any other Israeli stock ex-
change that may be approved by the Minister of Finance; and any
other stock exchange agreed upon by the competent authontles of
the two countries.

The fifth and last specific exemptlon apphes if the treaty resident
is a tax-exempt organization that also satisfies a geographical-par-
ticipation test. This exemption applies to any not—for-proﬁt organi-
zation that, by virtue of that status, generally is exempt from in-
come taxatlon in its treaty country of residence, provided that more
than half the beneficiaries, members, or part1c1pants if any, in the
organization are entitled to the beneﬁjcs,of the treaty. The Tech-
nical Explanation states that the orgamzatlons intended to be cov-
ered by this exemption include pension funds, pension trusts, pri-
vate foundations, trade unions, trade assoc1at1ons and 51m11ar or-
gamzatmns For example, an Tsraeli pension fund that provides
pension benefits primarily to residents of Israel would be entitled
to treaty benefits under this exemption with respect to its invest-
ment income from sources in the Unlted States L

Competent authonty

'Finally, the proposed protocol prov1des a “safety valve” for a trea-
ty-country resident that has not established that it meets one of
the above objective tests (i.e., the ownership/base-erosion test, the
disproportionate-ownership test or one of the five specific exemp-
tions), but for which the allowance of treaty benefits would not give
rise to abuse or otherwise be contrary to the purposes of the treaty.
Under this provision, such a person may be granted treaty benefits
if the competent authority of the source country so determines. The
Technical Explanation states an understanding that the competent
authorities will take all relevant facts and circumstances into ac-
count in making such a determination. The Technical Explanation
states that such factual criteria are expected to include the exist-
ence of a clear business purpose for the structure and location of
the 1ncome earning-entity in question, the conduct of an active
trade or business (as opposed to mere investment activity) by the
entity, and a valid business nexus between that entity and the ac-
tivity giving rise to the income. In this regard, for example, para-
graph 13 of the Exchange of Notes recites an understanding that
the competent authority may be expected to grant treaty benefits
under this authority in a case where a treaty resident fails the
base-erosion-payments branch of the ownership/base-erosion test
solely by reason of a bona fide loan from a thlrd-country ﬁnanc1a1
institution.

The Technical Explanation also states an expectatlon that a tax-
payer will be permltted to request an advance determmatlon from
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the competent authority on the basis of the taxpayer’s facts and cir-
cumstances, rather than being required to wait until benefits under
the treaty are denied on the basis of the objective tests of the limi-
tation-on-benefits article. In addition, the Technical Explanation
states an expectation that treaty benefits allowed by the competent
authority will be allowed retroactively (to the later of the entry into
force of the relevant treaty provision; or the establishment of the
structure in question).

This provision is similar to a portion of the qualified resident def-
inition under the Code’s branch tax rules, under which the Sec-
retary of the Treasury may, in his sole discretion, treat a foreign
corporation as being a qualified resident of a foreign country if the
corporation establishes to the satisfaction of the Secretary that it
meets such requirements as the Secretary may establish to ensure
that individuals who are not residents of the foreign country do not
use the treaty between the foreign country and the United States
in a manner inconsistent with the purposes of the Code rule.

The proposed protocol also provides that, in any case where one
treaty country proposes to deny treaty benefits to a resident of the
other treaty country by reason of the new “limitation on benefits”
article, the two competent authorities shall consult each other upon
request by one competent authority. :

In addition, the proposed treaty article provides that the com-
petent authorities shall consult together with a view to developing
a commonly agreed application of this article. Paragraph 14 of the
Exchange of Notes expands this obligation, stating that the two
competent authorities will develop an agreed Memorandum of Un-
derstanding intended to give guidance to both taxpayers and tax
authorities of the United States and Israel in interprefing the “lim-
itation on benefits” article. Paragraph 14 of the Exchange of Notes
further states that the competent authorities may develop and pub-
lish further understandings and interpretations as experience is
gained in administering the treaty. v

It may be that any corporation that satisfies the limitation-on-
benefits article of the proposed treaty generally also will meet the
definition of “qualified resident” for branch profits tax purposes in
the Code. For example, an Israeli corporation qualifies for treaty
benefits under the protocol if there is substantial and regular trad-
ing of its principal class of stock on a recognized stock exchange,
while that corporation would not meet the 1986 Act’s public com-
pany test unless such company’s stock were primarily traded on an
established securities market (or the corporation were wholly
owned by another corporation whose stock were primarily so trad-
ed). It may be that, for practical purposes, those tests could be in-
terpreted in substantially the same fashion. Also, although it is un-
likely, an Israeli corporation that met the active-business test
might conceivably fail whatever tests the Secretary promulgated
under Code section 884(e}(4)XC).

Article XIII. Relief From Dcouble Taxation

Article XIII of the proposed protocol makes four amendments to
Article 26 (Relief From Double Taxation) of the treaty.

First, the proposed protocol deletes from the treaty special rules
pertaining to the application of U.S. foreign tax credits to an
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amount (treated as a tax under the treaty) with respect to a com-
pulsory loan to Israel. On account of the elimination of the compul-
sory loan rules under Israeli law, this treaty provision is no longer
Second, the proposed protocol provides specific rules for the ap-
plication of foreign tax credits in the case of a U.S. citizen who re-
sides in Israel. In such a case, Israel is obligated to provide credits
for U.S. tax only to the extent of the tax that the United States
would be permitted to impose on U.S. source income under the
treaty if the Israeli resident were not a citizen of the United States.
The United States then provides a credit against U.S. tax for the
amount of net income tax paid to Israel after allowance of the cred-
it described in the previous sentence. The foreign tax credit allowed
by the United States, however, is to be allowed only against U.S.
tax paid on the basis of citizenship, and thus may not reduce the
amount of U.S. tax for which Israel is required to allow a foreign
tax credit. Merely requiring the United States to allow a foreign
tax credit for taxes paid to Israel on such U.S. source income would
not be effective to relieve double taxation, however, because foreign
tax credits are only usable to the extent that the U.S. taxpayer has
foreign source income. Therefore, the proposed protocol provides
that the U.S. source income on which the United States is required
to allow foreign tax credits shall be deemed to ari _sources
in Israel to the extent necessary to avoid double taxation. Inas-
much a$ this resourcing applies only to the extent necessary to
avoid double taxation, no excess foreign tax credits will result that
can be used against U.S. tax on any other item of income.15. .
Third, the proposed protocol clarifies that the foreign tax credit
that Israel is required to allow for certain taxes paid or incurred
to the United States is to be allowed in accordance with and sub-
jected to the limitations of the law of Israel, as it may be amended
from time to time without changing the general principles set forth
in the treaty article. Thus, as with the provisions of U.S. tax trea-
ties that guarantee the allowance of a foreign tax credit by the
United States, the foreign tax credit required by the treaty is sub-
ject to the foreign tax credit limitations and other provisions of
present domestic law, and is also subject to provisions adopted in
the future, so long as such future domestic provisions are consist-
ent with the treaty principle of providing a foreign tax credit.
Fourth, the proposed protocol adds a new provision to Article 26
(Relief from Double Taxation) of the treaty pertaining to the appli-
cation of the source rule of Article 4 (Source of Income) of the trea-
ty for foreign tax credit purposes. The proposed protocol provides
that Article 4’s source rule for income from the disposition of stock,
or of interests in an intangible, applies for all foreign tax credit
purposes under Article 26, notwithstanding any other provision of
the treaty or of domestic law. This rule, therefore, is not subject to
the saving clause of treaty Article 6 (General Rules of Taxation),

15 Israel offers an additional method for a foreign investor to avoid generating excess foreign
tax credits from business activities in Israel, which generally imposes higher levels of taxation
than the United States. The Minister of Finance is authorized to grant a refund, in whole or
in part, of Israeli incomeé tax imposed on a nonresident investor with respect to income earned
or derived from ‘sources in Israel to the extent that the Israeli income tax exceeds theA foreign

tax credit available in the investor’s country of residence. Income Tax Ordinance, sec. 16.
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and thus takes precedence over the Internal Revenue Code as ap-
plied to U.S. citizens as well as residents of Israel. =~

Paragraph 15 of the Exchange of Notes recites an understanding
that for U.S. foreign tax credit purposes, the terms “stock” and “in.
tangibles” are limited to those interests for which an election relat-
‘ing to foreign tax credit relief is provided under U.S. law. The
Technical Explanation explains that this is a specific reference to
section 865(h) of the Code. That provision, in turn, may apply to
“a gain from the sale of either stock in a foreign corporation, or a
type of intangible property defined in Code section 865(d)(2), which
gain is treated as U.S. source income under section 865 of the
Code, but is treated as foreign source income under a treaty. Code
section 865(h) provides that in such a case, if an election is made,
the gain will be treated as foreign source, but subject to a separate
foreign tax credit limitation. According to the Technical Expla-
nation, if a foreign tax credit is claimed applying the source rule
added by the proposed protocol, the credit allowed is computed sep-
arately with respect to that item of gain. ;
“ The proposed protocol provides that the other source rules set
forth in Article 4 of the treaty also apply for purposes of the foreign
tax credit allowed under Article 26 of the treaty, but only to the
extent not prohibited by the domestic law of the treaty country that
is providing relief from double taxation. Thus, for example, the spe-
cial source rules for foreign tax credit purposes provided under sec-
tion 904(g) of the Code will apply to income that would otherwise
be treated, under the treaty, as income from Israeli sources.16
Article XIV. Nondiscrimination

Article XIV of the propcsed protocol makes two amendments to
Article 27 (Nondiscrimination) of the treaty. The first amendment
replaces the treaty’s prohibition of discrimination by one country
against its residents who are citizens of the other treaty country,
regardless of residence with the broader provision that is contained
in the 1981 U.S. model treaty. Under this revised nondiscrimina-
tion rule, citizens of one treaty country, regardless of residence,
may not be subjected in the other treaty country to any taxation
or connected requirement which is other or more burdensome than
the taxation and connected requirements to which citizens of the
other country in the same circumstances may be subjected. The
proposed protocol also states explicitly that, for purposes of U.S.
tax, a U.S. citizen who is not a resident of the United States is not
in the same circumstances as an Israeli citizen who is not a resi-
dent of the United States. This is because the U.S. citizen is sub-
ject to U.S. tax on worldwide income, while a citizen of Israel who
is not a U.S. resident is subject to U.S. tax only on certain items
of income with a sufficient nexus to the United States. The fact
that an Israeli citizen who is not a resident in the United States
is not treated as in the same circumstances as a U.S. citizen who
is not a resident in the United States means that the United States
need not apply the same taxing regime to an Israeli citizen who is

16The proposed protocol also provides a special rule clarifying that the treaty does not over-
ride section 904(g) of the Code, notwithstanding that the fact that the treaty will enter into force
after the enactment of section 904(g). This rule is provided in Article XVII of the proposed proto-
col, and discussed below. ’ e . e



7

31

not a resident in the United States that it applies to a U.S. citizen
who is not resident in the United States. 7 o
Second, the proposed protocol specifies that the nondiscrimina-
tion rules of Article 27 shall not be construed to prevent either
treaty country from imposing branch-level taxation as allowed in
Article 14A (Branch Tax) of the treaty. Thus, without addressing
the question of whether a branch tax as described under Article
14A should properly be viewed as discriminatory under the lan-
guage contained in Article 27, the proposed protocol provides that
branch-level taxation as described in Article 14A is not subject to
any limitation or restriction under Article 27. N
In addition, the Technical Explanation states that certain under-
standings were reached during the course of negotiations of the
proposed protocol regarding the application of Article 27 to two as-
pects of U.S. tax laws. Section 1446 of the Code imposes on any
partnership with income that is effectively connected with the con-
duct of a U.S. trade or business the obligation to withhold tax on
amounts allocable to a foreign partner. In the context of the treaty,
this obligation applies with respect to that portion of partnership
income attributable to a permanent establishment in the United
States, to the extent that portion is allocable to a partner resident
in Israel. There is no similar obligation with respect to the dis-
tributive share of a partner resident in the United States. The
Technical Explanation recites an understanding that this distinc-
tion between a U.S. resident partner and an Israeli resident part-
ner is not a form of discrimination within the meaning of Article
27 of the treaty. No distinction is made between U.S. and Israeli
partnerships, inasmuch as the law requires that tax be withheld in
respect of the distributive shares of non-U.S. partners regardless of
the domicile of the partnership itself. In distinguishing between
U.S. and Israeli partners, the requirement to withhold on the share
of the Israeli partner, but not the U.S. partner, does not constitute
discriminatory taxation; rather, it is considered a reasonable meth-
od for the collection of tax from persons who are not continually
present in the United States, and as to whom it otherwise may be
difficult for the United States to enforce its tax jurisdiction. Like
all other types of withholding, if the tax is overwithheld, the part-
ner can file for a refund. ‘
The second understanding pertains to section 367(e)(2) of the
Code, added by the Tax Reform Act of 1986 (the “1986 Act”), which
changed the rules for taxing corporations on certain distributions
made in liquidation. The 1986 Act amended U.S. tax law generally
so as to require corporations to be taxed on distributions of appre-
ciated property in complete liquidation. ; o
The Code provides an exception to the foregoing rule in the case
of distributions and liquidations by 80-percent-or-more controlled
subsidiaries to their parent corporations. This exception is per-
mitted because the untaxed appreciation in the assets is recognized
when the parent sells or distributes the assets. For this reason,
this exception does not apply to distributions to parent corporations
that are themselves either tax-exempt organizations or, except to
the extent provided in regulations, foreign corporations. The prin-
ciple of tax policy embodied in this provision is that one level of tax
should be imposed at the corporate level on a liquidating distribu-
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tion of appreciated property, so that the tax is permitted to be de-
ferred only in cases where a subsequent sale or distribution of the
appreciated property will result in corporate-level taxation. On this
basis, the Technical Explanation recites an understanding that the
inapplicability of this exception to the taxation of liquidation dis-
tributions in the case of foreign parent corporations does not con-
flict with Article 27 of the treaty. The Technical Explanation ex-
plains that this provision does not constitute discrimination among
corporate taxpayers on the basis of foreign rather than U.S. stock
ownership, which is prohibited under the rules of Article 27. Eligi-
bility for the exception to the tax on liquidating distributions is
available to taxable U.S. corporate parents not on the basis of the
nationality of the owners of the distributing corporation, but rather
on the basis of whether or not such owners would be subject to cor-
porate tax on a subsequent sale or distribution of the distributed
property. Tax-exempt organizations and foreign corporations gen-
erally are not subjected to such taxation, so they are not entitled
to the exception. :

Article XV. Exchange of Information

Article XV of the proposed protocol amends Article 29 (Exchange
of Information) of the treaty so as to bring the treaty’s rules for the
permissible use of exchanged information into conformity with the
corresponding provisiens of the U.S. model treaty and other recent
U.S. tax treaties. Specifically, under the proposed protocol, infor-
mation that is exchanged under the authority of the treaty is per-
mitted to be disclosed to persons or authorities concerned with the
administration of the taxes that are the subject of the treaty. The
Technical Explanation states that this provision permits otherwise
confidential information to be received by, for example, the tax-
writing committees of Congress and the General Accounting Office
for their use in the performance of their roles in overseeing the ad-
ministration of the tax laws.

Article XVI. Amendment to Treaty Provision on Entry into
Force ‘ '

Article XVI of the proposed protocol amends Article 31 (Entry
into Force) of the treaty, providing a new rule for the effective date
of the treaty with respect to taxes other than withholding taxes.
Under the treaty, the beginning of the year for which the treaty be-
comes effective with respect to taxes other than withholding taxes
can only follow the date on which the treaty enters into force.
Under the proposed protocol, the treaty may take effect with re-
spect to such taxes for a year beginning earlier than the date on
which the treaty enters into force, depending on the date within
the calendar year on which the treaty enters into force. If the trea-
ty enters into force prior to July 1 of that year, the treaty would
become effective with respect to taxes other than withholding taxes
for taxable years beginning on or after January 1 of that year. If
the treaty enters into force after June 30 of any calendar year, the
treaty would become effective with respect to taxes other than
withholding taxes for taxable years beginning on or after January
1 of the following year. Therefore, if the treaty enters into force
prior to July 1, 1994, its provisions will be effective with respect
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to taxes other than withholding taxes in taxable years beginning

on or after January 1, 1994. B O
. Under Article 31 of the treaty, which is not amended by the pro-
posed protocol, the treaty provisions respecting the rates of taxes
collected by withholding will a i)ly to amounts paid on or after the
first day of the second month following the date on which the trea-
ty enters into force. The treaty will enter into force 30 days after
ti,le date of exchange of instruments ratification by the United

States and Israel. s :
Article XVIL Entry into Force of the Protocol e

The proposed protocol will enter into force 30 days after the ex-
change of instruments of ratification. It will be effective in accord-
ance with the provisions of Article 31 (Entry into Force) of the trea-
ty (as modified by the proposed protocol), as described above.

Article XVII of the proposed protocol provides one exception to
the effective date of the treaty. One portion of the first paragraph
of Article 28 of the treaty, which is not amended by the proposed
protocol, specifies the application of the treaty’s source rules for
purposes of applying the foreign tax credit of a U.S. person with
respect to taxes paid to Israel. As described above in connection
with Article XIII of the proposed protocol, the proposed protocol
adds a new paragraph to Article 26 of the treaty that provides
more specificity as to the application of the treaty’s source rules for
purﬁoses of the foreign tax credit rules of either treaty country.

The proposed protocol treats the reference to the treaty’s source
rules in the first paragraph of Article 26 of the treaty as if it had
entered into force on May 30, 1980. Therefore, those rules do not
take precedence over any later-enacted statutory provision (such as
Code sec. 904(g)) that was intended by Congress to apply notwith-
standing contrary provisions of pre-existing treaties. Were the ref-
erence to the treaty’s source rules in the first paragraph of Article
26 treated as entering into force under the general provisions of
Article XVII of the proposed protocol and Article 31 of the treaty,
it might not be considered to be a pre-existing treaty provision for
purposes of the application of section 904(g). The staff understands
that the rules provided in paragraph 4 of treaty Article 26, as
added by Article XIII of the proposed protocol, are intended to su-
persede the reference to the treaty’s source rules in the first para-
graph of Article 26. Thus, the application of the rules provided in
paragraph 4 of treaty Article 26 is not to be limited or affected in
any way by the reference to the treaty’s source rules in the first
paragraph of Article 26.

Exchange of Notes

Each paragraph of the Exchange of Notes that pertains to an ar-
ticle in the proposed protocol, or to an article of the treaty itself
which is amended by the proposed protocol, is described above in
connection with the article of the proposed protocol to which it per-
tains. Two paragraphs of the Exchange of Notes pertain to treaty
articles that are not amended by the proposed protocol, and there-
fore are not described above.

Paragraph 8 of the Exchange of Notes pertains to Article 10
(Grants) of the treaty. That article provides for U.S. tax exemption
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of certain Israeli qualifying cash grants to U.S. residents; but
qualifying cash grants do not include any amount which in whole
or part, directly or indirectly, is taxed by Israel. Paragraph 8 of the
Notes recites an understanding that a grant shall not be considered
to be “taxed by Israel” solely by reason of the fact that the grant
is not included in the basis of stock or assets for Israeli income tax
purposes. ’ ‘

Paragraph 16 of the Exchange of Notes clarifies that any ref-
erence in_the treaty to the currency of one of the treaty countries
is deemed to refer to the legal tender of that country as it may be
renamed or replaced from time to time. Thus, the references in Ar-
ticles 18 (Public Entertainers) and 24 (Students and Trainees) of
the treaty to the Israeli pound should be understood currently to
‘be a reference to the Israeli shekel.



APPENDIX:

Description of the Tax Treaty with Israel (Not Yet Ratified),
as Modified by the First Protocol (Not Yet Ratified)

REPRINTED FROM THE SENATE FOREIGN RELATIONS COMMITTEE RE-
PORT ACCOMPANYING THE PROPOSED TREATY AND PROTOCOL,!
Tax CONVENTION (AND PROPOSED PROTOCOL) WITH THE STATE OF
ISRAEL, SEN. ExEc. REPT. No. 97-29, 97TH CONG., 1ST SESS. 8-
29 (1981) : S

A detailed article-by-article explanation of the proposed tax trea-
ty between the United States and Israel is presented below. The
explanation includes a discussion of the protocol under the treaty
articles amended by it. ' '

Article 1. Taxes Covered

The proposed treaty applies to the U.S. Federal income taxes im-
posed under the Internal Revenue Code. As amended by the proto-
col the proposed treaty also applies to the excise tax levied on in-
surance premiums paid to foreign insurers (section 4371),2 but only
to the extent that the risk is not reinsured, directly or indirectly
with a person other than a resident of Israel or another treaty
country. In the case of Israel, it applies to the income tax (includ-
ing capital gains tax), the company tax and the tax on gains from
the sale of land under the land appreciation tax law, the tax on
profits levied on banking institutions and insurance companies
under the value added tax law. These taxes are considered cred-
itable income taxes under the proposed treaty. (See Article 26.) The
proposed treaty also applies to certain compulsory war loans and
security loans which are treated as income taxes for purposes of
the U.S. foreign tax credit. (See Article 26 (Relief from double tax-
ation)), but only if levied for taxable years ending before April 1,
1988, with respect to corporations that became subject to the loan
before April 1, 1977. ‘ ’ o i ‘

The proposed treaty also contains a provision generally found in
U.S. income tax treaties to the effect that it will apply to substan-
tially similar taxes which either country may subsequently impose.

Additionally, it is provided that the nondiscrimination provisions
(Article 27) of the treaty apply to all taxes at the national level by
the United States or Israel. R

1All references to a “protocol” in the following explanatidn (unless otherwise indicated) are
to the first protocol, which was signed on May 30, 1980.
2 Unless otherwise stated, all citations herein are to the Internal Revenue Code of 1954.
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-Article 2. General Definitions

The standard definitions found in most U.S. income tax treaties
are contained in the proposed treaty.

- The proposed treaty contains a provision contained in the more
recent U.S. tax treaties, but not in the most recent draft U.S.
model, which, in general accord with section 638 of the Code, spe-
cifically includes within the definition of the term “United States”
the territorial sea of the United States and the continental shelf of
the United States insofar as the exploration and exploitation of
natural resources on the continental shelf is concerned. A similar
definition of Israel is contained in the proposed treaty. As with all
U.S. income tax treaties, the term “United States” does not include
Puerto Rico, the Virgin Islands, Guam or any of the possessions or
territories of the United States. Thus, those jurisdictions, their citi-
zens and residents are not covered.

The proposed treaty also contains the standard provision that
undefined terms are to have the meaning which they have under
the applicable tax laws of the country applying the treaty. Where
a term is defined in a different manner by the two countries or
where its meaning under the laws of either country is not readily
determinable, the competent authorities of the two countries may
establish a common meaning under the laws of either country is
not readily determinable, the competent authorities of the two
countries may establish a common meaning for the term in order
to prevent double taxation or to further any other purpose of the
ireaty.

Article 3. Fiscal Residence

The benefits of the proposed treaty generally are available only
to residents of the two countries. The proposed treaty defines “resi-
dent of Israel” and “resident of the United States,” and in addition
provides a set of rules to determine residence in the case of an indi-
vidual with dual residence. This provision of the proposed treaty is
based on the fiscal domicile article of the OECD model treaty and
is similar to the provisions found in other U.S. tax treaties.

An individual whom both countries consider to be a resident ac-
cording to their general rules for determining residence will be
deemed for all purposes of the treaty to be a resident of the country
in which he has his permanent home (where an individual dwells
with his family), his center of vital interests (his closest economic
and personal relations), his habitual abode, or his citizenship. The
center of vital interests of an individual who is an “oleh” under the
Israel Income Tax Ordinance (i.e., a recent immigrant to Israel)
will be deemed to be in Israel. If the resident of an individual can-
not be determined by these tests, applied in the order stated, the
competent authorities of the countries will settle the question by
mutual agreement.

Corporations which qualify as residents of both the United States
and Israel will not be entitled to the benefits of the proposed treaty
other than those dealing with nondiscrimination (Article 27) and
exchange of information (Article 29). Dual residence of a corpora-
tion may arise under the proposed treaty where a corporation in-
corporated in the United States is taxed by Israel as a body of per-



37

sons resident in Israel. If the treaty were to apply to such corpora-
tions, the United States would be obligated to extend to them as
residents of Israel the benefits provided by the proposed treaty.
Since it is contrary to U.S. tax policy to restrict United States tax-
ation of U.S. corporations, dual resident corporations are removed
from the scope of the substantive tax provisions of the proposed
treaty. Under the protocol, the source roles (Article 4) and the
entry into force (Article 31) also apply to dual resident corpora-
tions' e - P 2 E A DR AN st B el e R0 1 S S

Article 4. Séurcé of Income |

The source of income rules are important in view of the general

rule in the treaty (Article 6) that one country may tax residents
and corporations of the other country only on income from sources
within the source country (provided, with certain exceptions, that
the resident is not a citizen of the source country). They are also
important in view of the fact that the limitation on the foreign tax
credit is based on the source of income. Several of the source rules
contained in the proposed treaty differ in some degree from the
source rules provised in the Internal Revenue Code. Since the gen-
eral rules of taxation contained in the proposed treaty (Article 6)
provide that it will not be applied to increase a person’s tax, a tax-
payer is not bound to apply the rules described below in calculating
his U.S. tax liability. _ " ‘ T
" The proposed treaty provided that dividends will be treated as
income from sources within a country only if paid by a corporation
of that country. o o T
Under the proposed treaty, interest will be treated as income
from sources within a country only if paid by that country, a politi-
cal subdivision or a local authority thereof, or by a resident of that
country. However, interest paid by a permanent establishment (on
an indebtedness incurred in connection with the permanent estab-
lishment) will be sourced in the country where the permanent es-
tablishment is situated. This excéption permits one country, under
the proper circumstances, to tax interest paid by a permanent es-
tablishment maintained in that country by a resident of the other
country or by a resident of a third country. For example, if a resi-
dent of France has a permanent establishment in Israel which bor-
rows money from a resident of the United States, the interest paid
by the Israeli permanent establishment will be deemed to be from
Israeli sources and Israel may therefore tax the interest payments
but only to the extent allowed by Article 13 (Interest). The United
States will not, under the Code (sec. 861(a)}1)(C) and (D)), impose
its withholding tax on interest paid to nonresident alien individuals
or foreign corporations by a foreign corporation having a perma-
nent establishment in the United States unless the majority of the
foreign corporation’s gross income from all sources for the 3-year
period preceding the payment of the interest was effectively con-
nected with the conduct of a U.S. trade or business. ==
In addition, the source rule for interest paid by a permanent es-
tablishments will operate to exempt interest from tax in the coun-
try of the payor’s residence if the interest is paid to a resident of
the other country by a permanent establishment situated in a third
country (and the indebtedness was incurred in connection with the
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third country permanent establishment). This results from the re-
striction in Articie 6 (General Rules of Taxation) that a resident of
one country who is not a citizen of the other country may be taxed
by the other country only on income from sources within that other
country. o e s e

. The proposed treaty provides that royalties for-the use of, or the
right to use, property or rights defined in the article dealing with
royalties will be treated as income from sources within a country
only to the extent that such royalties are for the use of, or the right
to use, the property or rights within that country.

Income and gains (including mineral royalties) to which the pro-
vision relating to income from real property (Article 7) applies will
be treated as income from sources within a country only if the real
property (or, in the case of a mineral royalty, the underlying real
property) is situated in that country. - o

Income from the rental of tangible personal (movable) property
will be treated as income from sources within a country only to the
extent that the income is for the use of such property in that coun-
try. ‘ , o

Income from the purchase and sale, exchange, or other disposi-
tion of intangible or tangible personal property (other than contin-
gent gains described in paragraph (2) of Article 14 (Royalties)) will
be treated as income from sources within a country only if such
sale, exchange, or other disposition is within that country. How-
ever, gains from the sale, exchange, or other disposition of stock in
certain Israeli corporation (paragraph (1)e) of Article 15) will be
treated as income from sources within Israel. _ A

Income received by an individual for his performance of labor or
personal services, whether as an employee or in an independent ca-
pacity, will be ireated as income from sources within a country only
to the extent that such services are performed in that country. In-
come from personal se:vices performed aboard ships or aircraft op-
erated by a resident of one country in international traffic will be
treated as income from sources within that country if performed by
a member of the regular complement of the ship or aircraft. How-
ever, compensation described in, Article 22 (Governmental Func-
tions) and social security payments (Article 21) will be treated as
income from sources within the country making the payments.

Industrial or commercial profits attributable to a permanent es-
tablishment will be considered to be from sources within the coun-
try in which the permanent establishment is located. This rule also
applies to passive income of the types described above in situations
where the passive income is treated as industrial or commerecial
profits because it is effectively connected with the permanent es-
tablishment. . _

The source of any item of income not specified in Article 4 will
be determined by each country in accordance with _its own law.
However, if the source of any item of income under the laws of one
country is different from its source under the laws of the other
country, or if its source is not readily determinable under the laws
of either, the competent authorities of the two countries may, in
order to prevent double taxation or further any other purpose of
the proposed treaty, establish a common source of the item of in-
come for purposes of the proposed treaty.- : :

~1
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Article 5. Permanent Establzshment

The proposed treaty contains a definition of permanent estabhsh—
ment which follows the pattern of other recent U.S. income tax
treaties and the OECD model tax treaty. However, it differs in
some respects to reflect Israel’s status as a developing country.

The permanent establishment concept is one of the basic devices
used in income tax treaties to avoid double taxation. Generally, a
resident of one country is not taxable on its business profits by the
other country unless those profits are attributable to a permanent
establishment of the resident in the other country. In addition, the
permanent establishment concept is used to determine whether the
reduced rates of, or exemptions from, tax provided for d1v1dends
interest, and royaltles are applicable.

In general a fixed place of business through which a resident of
one country engages in industrial or commercial activities in the
other country is considered a permanent establishment. A perma-
nent establishment includes a branch; an office; a factory; a work-
shop; a warehouse; a farm or plantation; a store or other sales out-
let; a mine, quarry, or other place of -extraction of natural re-
sources; any building site, or construction or assembly project (or
supervision activity connected therewith and conducted within the
country where a site or project is located) which lasts for more than
6 months; and the maintenance of substantial equipment or ma-
chinery within the other country for more than 6 months.

The six month period for establishing a permanent establishment
in the building site, etc. area is shorter than the 12 month period
provided in the most recent draft U.S. model and the OECD model.
Also, the maintenance of substantial equipment is not a permanent
establishment under the U.S. or OECD models.

This general rule is modified to provide that a fixed place of busi-
ness which is used for any or all of a number of specified activities
will not constitute a permanent establishment. These activities in-
clude the use of facilities for storing, displaying, or delivering mer-
chandise belonging to the resident; the maintenance of a stock of
goods belonging to the resident for purposes of storage, display, de-
livery, or processing by another person; and the purchase of goods,
collection of information, advertising, scientific research, or other
auxiliary activities for the resident. A resident shall not be deemed
to have a permanent establishment in the other country merely be-
cause the resident sells goods which were displayed at trade fairs
or conventions in that other country. The trade fair exception is not
intended to apply with respect to goods in the resident’ s inventory.

A resident of one country will be deemed to have a permanent
establishment in the other country if the resident sells in that
other country goods or merchandise which were siubjected to ‘sub-
stantial processing in that country (whether or not purchased
there) or were purchased in that country and not sub_]ected to sub-
stantial processing outside that country.

A resident of one country will be deemed to have a permanent
establishment in the other country if it has an agent in the other
country who has, and habitually exercises, a general authority
(other than for the purchase of merchandlse) to conclude contracts
in that other country in the name of the resident. The proposed
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treaty contains the usual provision that the agency rule will not
apply if the agent is a broker, general commission agent or other
agent of independent status acting in the ordinary course of its
business: ‘ _ -

The determination of whether a resident of one country has a
permanent establishment in the other country is to be made with-
out regard to the fact that the resident may be related to a resident
of the other country or to a person who engages in business in that
other country.

Article 6. General Rules of Taxation

The proposed treaty contains the basic general rules of taxation
which are found in most U.S. income tax treaties. A resident of one
country may be taxed by the other country only on income from
sources within that other country (which includes business profits
only to the extent they are attributable to a permanent establish-
ment in that other country). For this purpose, the source rules of
Article 4 are to be applied. The proposed treaty also contains the
customary rule that it may not be applied to increase the tax bur-
den imposed on residents of either country beyond what it would
be in the absence of the treaty—that is, the treaty only applies
where it benefits taxpayers.

Additionally, the usual saving clause is contained in the proposed
treaty. Under this clause, it is provided that, with certain excep-
tions, the proposed treaty is not to affect the taxation by the Unit-
ed States or Israel of their citizens or residents. However, the sav-
ing clause does not apply in several cases where its application
would nullify specific policies contained in the proposed treaty
which are designed to benefit residents and citizens of each coun-
try. The principal exceptions involved the benefits provided with
respect to grants, social security payments, the foreign tax credit,
and nondiscrimination. Also, under the proposed protocol, an excep-
tion is provided for the provisions dealing with charitable contribu-
tions (Article 15-A). The saving clause also does not affect the bene-
fits provided to resident aliens under the provisions relating to dip-
lomatic or consular officers or other governmental employees,
teachers, and students, provided they do not have immigrant sta-
tus in the country imposing the tax.

Similar to certain other U.S. tax treaties, the proposed treaty
limits the right of the United States to impose its personal holding
company tax and accumulated earnings tax with respect to most Is-
raeli corporations. Under the proposed treaty, an Israeli corpora-
tion will be exempt from the personal holding company tax in any
taxable year unless U.S. residents or citizens own, directly or indi-
rectiy, 10 percent or more in value of the outstanding stock of the
corporation at any time during the taxable year. In addition, an Is-
raeli corporation will be exempt from the accumulated earnings tax
in any taxable year unless at least 25 percent of its voting stock
is owned by U.S. citizens or residents. In the event an Israeli cor-
poration does not satisfy the requirements for exemption under the
proposed treaty, it may be subjected to the accumulated earnings
tax only with respect to income from sources within the United
States (Treas. Reg. sec. 1.532-1(c)).



41

. Article 7. Income from Real Property

The proposed treaty prov1des ‘that income from real property may
be taxed in the country where the real property (including natural
resources) is located. Income from real property includes income
from the direct use or renting of the property and gains on the sale,
exchange, or other d1spos1t10n of the property. It also includes roy-
alties and other payments in respect of the exploitation of natural
resources (e.g., oil wells) and gains on the sale, exchange or other
disposition of the royalty rights or the underlymg natural resource.
Income from real property does not include interest on obligations
secured by real property (e.g., mortgages) or secured by natural re-
source royalties. ey

“Under the proposed treaty as amended by the proposed pro ocol
gains from the disposition of shares in a corporation the assets of
which consists principally of real estate may be taxed in the coun-
try in which the real property is located. This preserves the right
of the United States to impose its tax on Israeli investors in U.S.
real property interests which are corporatxons as if the treaty d1d
not apply.. B e e

Article 8. Busmess Proﬁ'ts

United States Code rules ——Unlted States law separates the
business and investment income of a nonresident alien or foreign
corporation. A nonresident alien or foreign corporation is subject to
a flat 30 percent, or lower treaty rate, rate of tax on its U.S. source
income if that income is not effectlvely connected with the conduct
of a trade or business within the United States. The regular indi-
vidual or corporate rates apply to income which is effectively con-
gected with the conduct of a trade or busmess w1th1n the Umted

tates

~'The taxation of income as busmess or 1nvestment income varies

depending upon whether the income is U.S. or foreign. Generally,
U.S. source periodic income, such as interest, dividends, rents,
wages, and capital gains is effectively connected with the conduct
of a trade or business within the United States only if the asset
generating the income is used in or held for use in the conduct of
the trade or business, or if the activities of the trade or business
were a material factor in the realization of the income. All other
U.S. source income is treated as effectively connected income.
. Foreign source income is effectively connected income only if the
foreign person has an office or other fixed place of business in the
United States and the incomié is attributable to that place of busi-
ness. Only three types of foreign source income can be effectively
connected income, rents and royalties derived from the active con-
duct of a licensing business; dividends, interest, or gain from stock
or debt derived in the active conduct of a bankmg, financing or
similar business in the United States; and certain sales 1ncome at-
tributable to a United States sales ofﬁce

Except in the case of a dealer, the tradlng in stocks, securltles
or commodities in the United States for one’s own account does not
constitute a trade or business in the United States and accordmgly
from those activities is not taxed by the U.S. as business income.
This concept includes trading through a U.S. based employee, a
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resident broker, commission agent, custodian or other agent or
trading by a foreign person physically present in the United States.

Proposed treaty rules.—Under the proposed treaty, industrial
and commercial profits of a resident of one country are taxable in
the other country only to the extent they are attributable to a per-
manent establishment which the resident has in the other country.
Amounts which are otherwise from sources without a foreign coun-
try can be attributable to a permanent establishment in the coun-
try. Amounts so attributed are considered sourced in that country
for purposes of the proposed treaty. (See Article 4(8).)

In computing the taxable industrial and commercial profits, the
deduction of expenses, wherever incurred, which are reasonably
connected with the business profits are allowed. Deductible ex-
penses include executive and general administrative expenses.
However, in determining the amount of the deduction for head of-
fice expenses, the deduction may be limited to the expenses actu-
ally incurred by the head office without including a profit element.
 The business profits of a permanent establishment are deter-
mined on an arm’s-length basis. Thus, there is to be attributed to
it the industrial or commercial profits which would reasonably be
expected to have been derived by it if it were an independent entity
engaged in the same or similar activities under the same or similar
conditions and dealing at arm’s-length with the resident of which
it is a permanent establishment.

Industrial and commercial profits will not be attributed to a per-
manent establishment merely by reason of the purchase of mer-
chandise by the permanent establishment (or by the resident of
which it is a permanent establishment) for the account of that resi-
dent. Thus, where a permanent establishment purchases goods for
its head office, the industrial and commercial profits attributed to
the permanent establishment with respect to its other activities
will not be increased by a profit element on its purchasing activi-
ties. : -

For purposes of the proposed treaty, the term “industrial or com-
mercial profits” includes income derived from manufacturing, mer-
cantile, banking, insurance, agricultural, fishing or mining activi-
ties, the operation of ships or aircraft, the furnishing of services,
and the rental of tangible personal (movable) property. The term
does not include income from the rental or licensing of motion pic-
ture films or films or tapes used for radio or television broadcast-
ing, or income from the performance of personal services derived by
an individual either as an empleyee or in an independent capacity.
The tax rules applying to those amounts are contained in other ar-
ticles. The proposed treaty follows the approach of our other recent
tax treaties and the Internal Revenue Code by including within “in-
dustrial and commercial profits” investment income (income from
dividends, interest, certain royalties, capital gains, and income de-
rived from property and natural resources) where the income is ef-
fectively connected with a permanent establishment. SR

Guidelines are provided for determining what income is effec-
tively connected with a permanent establishment. Factors to be
taken into account include whether the rights or property giving
rise to the income are used in (or held for use in) carrying on an
activity giving rise to industrial or commercial profits through a
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permanent establishment and whether the activities carried on
through the permanent establishment are a material factor in the
realization of the income. For this purpose, due regard will be
given to whether or not the property or rights or the income are
accounted for through the permanent establishment. The effec-
tively connected concept in this paragraph is substantially similar
to the effectively connected concept in the Code (sec. 864(c)).

The proposed treaty, as amended by the ‘protocol, makes clear
that the U.S. excise tax on insurance premiums paid to a resident
of Israel will be waived whether or not the Israeli is carrymg on
a business of insurance through a permanent establishment in the
United States. This provision applies only if the risk is not rein-
sured with a person not entitled to this exemptlon under any tax
treaty of the United States.

Article 9. Shipping and Air Transport

The proposed treaty provides that income which is derived by a
resident of either country from the operation of ships and aircraft
in international traffic and gains which are derived from the sale,
exchange or other disposition of such ships or aircraft shall be ex-
empt from tax by the other country. The exemption applies wheth-
er or not the ships or aircraft are registered in either country. Ac-
cordingly, Israel would not tax the covered shipping income of a
U.S. resident from the operatmn of a Liberian registered ship.

Income from the operation in international traffic of ships or air-
craft includes the rental income of ships or aircraft operated in
international traffic if the rental income is incidental to income of
the resident from the actual operation of ships or aircraft which
would qualify for the exemption. For example, this rule permits an
airline which is a resident of one country and which has excess
equipment during certain periods to lease that excess equipment
during those periods to an airline whlch is a resuient of the other
country.

The proposed treaty also makes clear that income derived from
the use, maintenance, and lease of containers, trailers for the in-
land transport of contamers and other related container equipment
in conneéction with the operatlon in international traffic of ships or
aircraft is to be included within the scope of the shlppmg and a1r
transport provision.

Article 10. Grants

This article details the manner in which cértain Israeli govern-
mental grants made to U.S. residents will be treated for U.S. tax
purposes. Although the provision by its terms is not specifically so
limited, it contemplates Israeli governmental grants to U.S. share-
holders of Israeli corporations which are made subject to the condi-
tion that the U.S. shareholders in turn contribute the grants to the
Israeli corporations. The Israeli Government has not established a
program under which such grants to U.S. shareholders will be
made (although a grant program has been established under which
investment incentive grants are made directly to the Israeli cor-
porations).
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- Under the proposed treaty, as amended by the protocol, the
amount of any qualifying cash grant made by Israel (or a political
subdivision thereof, or any agency of either) to a U.S. resident will
be included in the gross income of the U.S. resident, unless the re-
cipient elects to exclude it. If the resident elects to exclude it and
is a corporation, the amount of the grant will be treated as a con-
tribution to its capital. The provision states that the U.S. share-
holder will be deemed in turn to pay the grant over to the Israeli
corporation, and thus the provision provides that the U.S. share-
holder will be considered to have made a capital contribution in the
amount of the grant to the Israeli corporation designated by the
terms of the grant. In addition, it provides that the U.S. sharehold-
er’s basis for the stock of the Israeli corporation will not be in-
creased by the amount of the contributed grant. Also, the basis of
property of the Israeli corporation will be reduced by the amount
of the deemed contribution. Since the Israeli corporation is deemed
to have received the amount of the grant as a contribution to cap-
ital by the U.S. shareholder, the provisions of section 362(c) of the
Code would not apply to require a reduction in basis of the assets
of the Israeli corporation (for purposes of determining the Israeli
subsidiary’s earnings and proﬁts for U.S. tax purposes). In the ab-
sence of this treaty provision, the grant would probably be treated
as a nonshareholder contribution to capital by Israel directly to the
Israeli corporation, with the result that for U.S. tax purposes the
Israeli’ corporation’s basis in its assets would be reduced for U.S.
tax purposes by the amount of the grant.

Although the provision could be interpreted to apply to a U.S.
resident who acquires assets directly from the proceeds of a grant
rather than contributing the grant to an Israeli corporation, the
‘provision would not affect the U.S. resident’s tax treatment in such
a situation. Thus, for example, if the U.S. resident is a corporation,
the rules of section 362(c) of the Code will apply and the corpora-
tion will be required to reduce its basis in certain assets acquired
after the contribution.

The provision defines a qualifying cash grant as one approved by
Israel for investment promotion in Israel. A qualifying grant will
not include any amount which in whole or part, directly or indi-
rectly, is in consideration for services rendered or to be rendered
by either the shareholder or the Israeli subsidiary, or for the sale
of goods. A grant will not qualify if it is measured in any manner
by the amount of profits or tax liability of the U.S. shareholder or
the Israeli corporation in which the investment is made, and it will
not qualify if it is taxed by Israel. A grant will qualify where it is
made on the condition that the enterprise meet an approved
project’s social or economic objectives (which may include, for ex-
ample, creating employment, generating or conserving forelgn ex-
change, tourism, or developing less-developed regions). It is con-
templated that quahfylng grants may be made with respect to a
particular investment before or after the investment is made and
may be based upon whether or not the enterpnse has fulfilled the
conditions of investment.



45

Article 11. Related Persons

The proposed treaty, like most other U.S. tax treatles contalns
a provision similar to section 482 of the Internal Revenue Code
which recognizes the right of each country to make an allocation
of income in the case of transactions between related persons, if an
allocation is necessary to reflect the conditions and arrangements
which would have been made between unrelated persons.

When a redetermination has been made by one country with re-
spect to the incomie of a related person, the other country will at-
tempt to reach an agreement with the first country in connection
with the redetermination and, if it agrees with the redetermina-
tion, will make a correspondmg adjustment to the income of the
other person.

 Article 12. Dwzdends e e e

The Umted States imposes a 30-percent tax on the gross amount
of U.S. source dividends paid to nonresident alien individuals and
foreign corporations. The 30-percent tax does not apply if the for-
eign recipient is engaged in a trade or business in the United
States and the dividends are effectively connected with that trade
or business. U.S. source dividends are dividends paid by a U.S. cor-
poration, and dividends paid by a foreign corporation if at least 50
percent of the gross income of the corporation, in the prior three
year period; was effectively connected with a U.S. trade or business
of that foreign corporation. The treaty reduces this tax, and also Is-
raeli tax on dividend income.

The proposed treaty, as amended by the protocol, limits the rate
of withholding tax in the source country on dividends derived by
a resident of the other country to 25 percent generally, and to 12.5
percent in the case of dividends paid by a corporation in which the
recipient has at least a 10- -percent ownership interest, provided not
more than 25 percent of the income of the paying corporatlon con-
sists of dividends and interest other than dividends and interest
derived from a banking or other financial business or from a 50-
percent or greater owned subsidiary—i.e., that it is not an lnvest-
ment company. e

However, a 15-percent rate is allowed by Israel if the income was
derived while the corporation was entitled to a tax holiday in Is-
rae

The reduced rates of tax on dividends will apply unless the recip-
ient has a permanent establishment in the source country and the
dividends are effectively connected with the permanent establish-
ment. If the dividends are effectively connected with a permanent
establishment, the dividends are to be taxed under the business
profits provisions (Article 8). This treatment of dividends generally
conforms to that provided by the Internal Revenue Code, other re-
cent U.S. income tax treaties, the U.S. model and the OECD model
tax treaty.

Dividends paid by a corporation of one country to a person other
than a resident of the other country (and, in the case of dividends
paid by an Israeli corporation, to' a person other than a U.S. citi-
zen) will be exempt from tax by the other country. However, this
rule is inapplicable if the dividend recipient has a permanent es-
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tablishment in that other country and the dividends are effectively
connected with the permanent establishment.

Article 13. Interest

The United States.imposes a 30-percent tax on U.S. source inter-
est paid to foreign persons under the same rules that are applica-
ble to dividends. Under the Code, U.S. source interest generally is
interest on debt obligations of U.S. persons, but not interest on de-
posits in banks. U.S. source interest also includes interest paid by
a foreign corporation if at least 50 percent of the gross income of
the foreign corporation; in the prior three year period, was effec-
tively connected with a U.S. trade or business of that corporation.

The proposed treaty generally limits the withholding tax in the
source country on interest derived by a resident of one country
from sources within the other country to 17.5 percent of the gross
amount of interest paid. However, the withholding tax which the
source country may impose is limited to 10 percent in the case of
interest on a loan granted by a bank, savings institution, insurance
company, or the like. . v
~ The reduced rates of withholding tax on interest will apply un-
less the recipient has a permanent establishment in the source
country and the interest is effectively connected with the perma-
nent establishment. If the interest is effectively connected with a
permanent establishment then it will be taxed under the business
profit provisions (Article 8) of the proposed treaty. This treaty gen-
erally conforms to that provided by other recent U.S. tax treaties,
the U.S. model and OECD model tax treaty. The 17.5-percent rate
is, however, among the highest allowed under U.S. treaties.

Interest paid by a resident of one country to a person other than
a resident of the other country (and, in the case of interest paid by
a resident of Israel, to a person other than a U.S. citizen) will be
exempt from tax by the other country. However, this rule is inap-
plicable (1) if the interest is treated as income from sources within
the other country under the proposed treaty’s source of income
rules or (2) if the recipient of the interest has a permanent estab-
lishment in the other country and the interest is effectively con-
nected with the permanent establishment.

The proposed treaty also provides that interest derived bene-
ficially by either country or by a tax-exempt instrumentality of ei-
ther country will be exempt from tax by the other country. Under
this rule income derived by the Export-Import Bank of the United
States and the Overseas Private Investment Corporation (OPIC) on
loans made to Israeli residents will be exempt from tax by Israel.
This exemption also applies where a resident of one country re-
ceives interest income on debt obligations guaranteed or insured by
that country or an instrumentality of that country.

The proposed treaty defines interest as income from money lent.
In situations where the payor and recipient are related, the inter-
est provision of the proposed treaty only applies to the amount of
interest which would have been paid had they not been related.
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Article 14. Royalties

Under the same system that applies to dividends and interest,
the U.S. imposes a 30-percent tax on all U.S. source royalties paid
to foreign persons. Royalties are from U.S. sources if they are from
property located in the United States including royalties for the use
of or, including moving picture royalties, the right to use intangi-
bles in the United States. _

Under the proposed treaty, the withholding tax on royalties de-
rived by a resident of one country from sources within the other
country is limited to 10 percent in the case of a copyright or film
royalty and 15 percent in the case of an industrial royalty.

Copyright or film royalties are defined in the proposed treaty as
payments of any kind made as consideration for the use of, or the
right to use, copyrights of literary, artistic, scientific works, includ-
ing copyrights of motion picture films or of films or tapes used for
radio or television broadcasting. Industrial royalties are defined as
payments of any kind made as consideration for the use of, or the
right to use, patents, designs, models, plans, secret processes or for-
mulas, trademarks, or other like property or rights. Copyright or
film royalties and industrial royalties include gains derived from
the sale, exchange, or other disposition of such property or rights
to the extent the amounts received are contingent on the productiv-
ity, use, or disposition of the property or rights. If the amounts re-
alized are not contingent, the provisions of Article 15 (Capital
gains) may apply. . : ~ e i -

The reduced withholding rates do not apply where the recipient
has a permanent establishment in the source country and the roy-
alties are effectively connected with the permanent establishment,
If the royalty is effectively connected with a permanent establish-
ment, then it will be taxed under the business profits provisions
(Article 8). ,

As in the case of the interest provision, the royalty provision does
not apply to that part of a royalty paid to a related person which
is considered excessive.

Article 15. Capital Gains

Under the Code, capital gains derived from U.S. sources by for-
eign investors are generally exempt from U.S. tax. Special rules are
provided under which a foreign person is taxed on his gain from
the disposition of U.S. real property or a U.S. real property inter-

The proposed treaty generally provides that capital gains derived
by a resident of one country will be exempt from tax by the source
country. The exemption does not apply where an individual resi-
dent of one country is present in the source country for 183 days
or more during the taxable year. In addition, this provision does
not apply to gains which are subject to the provisions relating to
business profits (Article 8), income from real property (Article 7),
royalties (Article 14), or shipping and air transport (Article 9).

Gains which a resident of one country derives from the sale or
exchange of ships or aircraft operated in international traffic will
be exempt from tax by the other country. - - ook
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The proposed treaty contains an additional exception to the cap-
ital gains exemption which is not in previous U.S. tax treaties.
Under Israeli tax law, gains from the sale of stock in an Israeli cor-
poration are subject to tax by Israel regardless of where the sale
occurs. Under this exception, Israel may tax a U.S. resident on the
gain derived from the sale, exchange, or other disposition of stock
in an Israeli corporation if (1) the U.S. resident actually or con-
structively owns, within the 12-month period preceding the trans-
action, stock representing more than 50 percent of the fair market
value of the Israeli corporation’s gross assets used in its trade or
business are physically located in Israel on the last day of each of
the 3 preceding taxable years.

Article 15A. Charitable Contributions

The proposed protocol would add a new Article 15-A to the pro-
posed treaty which would provide that a citizen or a resident of the
United States may treat as a charitable contribution certain
amounts contributed to certain organizations organized under the
laws of Israel. In order to qualify, the organization must be a chari-
table organization for purposes of the Israeli income tax laws and
the contribution must be one which would have been treated as a
charitable contribution had the organization been created or orga-
nized under the laws of the United States. The amount of any con-
tribution which may be treated as a charitable contribution for any
taxable year is limited to 25 percent of the donor’s taxable income
for the year (in the case of a corporation) or of the donor’s adjusted
gross income for the year (in the case of an individual) from Israeli
sources. The general limitations of U.S. law on amounts which may
be deducted are then to apply. A reciprocal provision is provided
for residents of Israel donating to U.S. organizations. In general,
under U.S. law, contributions to foreign organizations are not de-
ductible as charitable contributions.

The provision contemplates that a determination will be made
that an organization is or is not charitable. A note exchanged at
the signing of the proposed protocol states that the competent au-
thorities will review the procedures of the other country for decid-
ing whether an organization is charitable to determine whether
they are similar to their own procedures. If they are, then the com-
petent authority will accept the certification of an organization by
the other competent authority and not require an organization to
qualify in both states. Under U.S. law, charities often have to file
an application for exempt status and receive a ruling to the effect
that they meet the requirements for exempt status (sec. 501(c)(3)).
In the absence of this note, it is anticipated that an Israeli organi-
zation would have to go through that process in order to qualify as
a charitable organization to which U.S. persons could donate.

Article 16. Iﬁdepende_nt Personal Services

Under the Code, the income of a nonresident alien from the per-
formance of personal services in the United States is not taxed if
the individual is not in the United States for at least 90 days, the
compensation does not exceed $3,000, and the services are per-
formed as an employee of a foreign person not engaged in a trade
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or business in the United States or they are performed for a foreign
permanent establishment of a U.S. person. His income is taxed at
regular rates if the income is effectively connected with the conduct
of a trade or business in the United States by the individual. (See
discussion of U.S. taxation of business profits under Article 8. The
performance of personal services within the United States can be
a trade or business within the United States (sec. 864(b)).
~ The proposed treaty contains, in Articles 16, 17, and 18, provi-
sions that limit the right of a country in which personal services
are performed to tax the income from the performance of those
services. Under the saving clause, the. country of citizenship may
tax the income in any event. . .
Under the proposed treaty, income from the performance of inde-
pendent personal services (i.e., services performed as an independ-
ent contractor, not as an employee) in one country by a resident of
the other country is exempt from tax in the country where the
services are performed, unless the person performing the personal
service is present in the source country for 183 or more days during
the taxable year. This provision is modified in the case of income
derived by public entertainers (theater, motion picture, radio and
television artists, musicians, and athletes) by Article 18.

Article 17. Dependent Personal Services

Under the proposed treaty, as amended by the proposed protocol,
income from services performed as an employee in one country (the
source country) by a resident of the other country will not be tax-
able in the source country if four requirements are met: (1) the in-
dividual is present in the source country for less than 183 days
during the taxable year; (2) the individual is an employee of a resi-
dent of, or a permanent establishment in, his country of residence;
(8) the compensation is not borne by a permanent establishment of
the employer in the source country; and (4) the income is subject
to tax in the country of residence. Income of a U.S. citizen which
is excluded from income under the section 911 exclusion for income
earned abroad does not qualify for the exemption from Israel tax.
This article is modified in certain cases by the specific articles deal-
ing with government employees (Article 22), teachers (Article 23),
and students and trainees (Article 24).

Compensation derived by an employee abroad a ship or aircraft
operated by a resident of one country in international traffic is ex-
empt from tax by the other country, provided that the employee is
a member of the regular complement of the ship or aircraft.

Article 18. Public Entertainers

This proposed treaty provides that, notwithstanding Articles 16
(Independent personal services) and 17 (Dependent personal serv-
ices), income derived by an individual resident of one country from
his performance of personal services in the other country as a pub-
lic entertainer (such as a theater, motion picture, radio or tele-
vision artist, a musician or an athlete) may be taxed by the other
country, but only if the gross amount of such income exceeds $400

for each day the individual is present in the other country for the
purpose of performing such services therein. If the entfertainer re-
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ceives a fixed amount for performing services on one day, the
amount received will be prorated over the number of days on which
1nd1v1dual performs the semces

" Article 19. Amounts Recewed for Furmshmg Personal
. Servwes of Others

The proposed treaty contalns a provision whlch allows the coun-
try where personal services are performed to tax the income from
the furnishing of the services under situations which have been
viewed as an abuse of tax treaties. The purpose of this provision
is to prevent individuals from using an entity of one country to fur-
nish services performed in the other country and thereby av01d the
payment of tax in either country.” -~
~ Under the proposed treaty, as amended by the proposed protocol,
amounts received by a resident of one country for furnishing serv-
ices performed in the other country of one or more individuals, in-
cluding public entertainers, may be taxed by the country where the
services are performed if the resident directly or indirectly com-
pensates the person or persons who actually performed the serv-
ices. This provision is to apply if the person for whom the services
were furnished either had the right (whether or not legally enforce-
able) to designate the person or persons who would render the
services, or did in fact designate the person or persons, and the
person performing the services is not a resident of either country
who is subject to tax on the compensation. This provision is not to
apply if it is established to the satisfaction of the competent au-
thority of the source country that the organization furnishing the
services was neither formed nor used in a manner which results in
a substantial reduction on the income taxes from the furmshmg of
the services.

Artzcle 20. Prwate Penslons and Annuztzes ,

Under the proposed treaty, private pensions and other SImllar re-
muneration, alimony, and annuities paid to a resident of one of the
countries are taxable only in the country of residence. Child sup-
port payments paid by a resident of one country to a res1dent of
the other are exempt in the rec1p1ent’s country

Article 21. Social Secunty Payments

Under the proposed treaty, social security and other pubhc pen-
sion payments made by one country to residents of the other are
to be exempt from tax in both countries. The saving clause does not
apply to these payments. Accordingly, the exemption applies even
to citizens of one of the countries. Under the provision relating to
termination (Article '32(2)), this provision may be terminated by ei-
ther country at any time after the proposed treaty enters into force.

Artwle 22 Governmental Functwns o

Under the proposed treaty, wages, 1nclud1ng pensmns or s1m11ar
benefits, paid by one country to an individual for labor or personal
services performed for that country in the discharge of govern-
mental functions is exempt from tax by the other country. This ex-
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emption does not apply if the individual performing the services is

a citizen of, or acquires immigrant status in, the country where the
services are performed. The exemption only applies to compensa- -
tion for services performed for the national governments of the
~ United States and Israel or their agencies. ' : ‘

_ The proposed treaty provides that a teacher or ,
a resident of one country will be exempt from tax in the other
country on income from teaching or engaging in research in the
host country if he is present in that country for a period not ex-
pected to exceed 2 years. The exemption only applies if the individ-
ual comes to the other country primarily for the purpose of teach-
ing or engaging in research pursuant to an invitation of the host
country or a recognized educational institution of the host country.
It is not to apply with respect to income from research which is un-
dertaken primarily for the benefit of a specific person or persons.
If the teacher or researcher remains in the other country for a pe-
riod exceeding 2 years, the exemption only applies to income
earned during the 2-year period. o o

Article 24. Students and Trainees

Under the proposed treaty, residents of one country who become
students in the other country will be exempt from tax in the host
country on gifts from abroad used for maintenance or study and on
any grant, allowance or award. In addition, a $3,000 annual ex-
emption from tax by the host country is provided for personal serv-
ice income (such as income from a part-time job) derived from
sources within the country in which the individual is studying.

These exemptions and the visiting teachers’ exemption (Article
23) may not be utilized for a period of more than 5 years. In addi-
tion, the benefits under the teachers’ article are not available to an
individual if, during the immediately preceding period, the individ-
ual received the benefit of the student provision. Conr e

In addition to the exemption regarding students, the proposed
treaty follows the approach of other recent U.S. tax treaties and
provides a limited exemption for personal services income of resi-
dents of one country who are employees of a resident of that coun-
try and who are temporarily present in the other country to study
at an educational institution or to acquire technical professional, or
business experience. This exemption is available for a period of 12
consecutive months and is limited to $7,500. The proposed treaty
also provides an exemption for income from personal services per-
formed in connection with training, research, or study by residents
of one country who are temporarily present in the other country as
participants in Government-sponsored training programs. This ex-
‘emption is limited to $10,000. -~ - T T sl

If an individual qualifies for the benefits of more than one of the
provisions of this Article and Article 23 (the visiting teachers’ ex-
emption), the individual may choose the most favorable provision
but ‘may not claim the benefits of more than one provision in any
taxable year. This provision does not apply to students or trainees
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who are citizens of, or who have acquired immigrant status in, the
host country.” | T T v T

Article 25. Investifient 6r Holding Compa ,

The proposed treaty contains a provision which denies the bene-
fits of the dividends, interest, royalties, and capital gains articles
to a corporation which is entitled in its country of residence to spe-
cial tax benefits resulting in a substantially lower tax on those
types of income than the tax generally imposed on corporate profits
by that country. This provision only applies if more than 25 percent
of the capital of the corporation is owned by nonresidents of that
country. Similar, but in some cases broader, provisions are con-
tained in several recent U.S. tax treaties and the U.S. model.

The purpose of this provision is to prevent a situation known as
treaty shopping in which residents of third countries use a corpora-
tion in one treaty country, which is preferentially taxed in that
country, to obtain the tax benefits which the proposed treaty pro-
vides for dividends, interest, royalties, and capital gains derived
from the other country. This accords with the purpose of an income
‘tax treaty between two countries to lessen or eliminate the amount
of double taxation of income derived from sources within one coun-
try by a resident of the other country. . :

At the present time, neither Israel nor the United States grants
to investment or holding companies the type of tax benefits with
respect to dividends, interest, royalties and capital gains which
would make this provision of the proposed treaty applicable. Thus,
the provision will have effect only if Israel or the United States
should subsequently enact special tax measures granting pref-
erential tax treatment to dividends, interest, royalties, and capital

gains received by an investment or holding company. cepe
'~ Article 26. Relief From Double Taxation
" Background e eiiowced

One of the two principal purposes for entering into an income tax
treaty is to limit double taxation of income earned by a resident of
one of the countries:that may be taxed by the other country. The
United States seeks to mitigate double taxation unilaterally by al-
lowing U.S. taxpayers to credit the foreign income taxes that they
pay against the U.S. tax imposed on their foreign source income.

A fundamental premise of the foreign tax credit is that it may
not offset U.S. tax on U.S. source income. Therefore, the foreign tax
_credit provisions contain a limitation that insures that the foreign
tax credit only offset U.S. tax on foreign source income. This limita-
tion is computed on a worldwide consolidated basis. Hence, all in-
‘come taxes paid to all foreign countries are combined to offset U.S.
‘taxes on all foreign income. Separate limitations on the foreign tax
credit are provided for certain interest, DISC dividends, and oil in-
.come. A U.S. corporation that owns 10 percent or more of the st
of a foreign corporation may credit foreign taxes paid or deemed
paid by that foreign corporation on earnings that are received. as
dividends (deemed paid credit). These deemed paid taxes are in-
cluded in the U.S. shareholder’s total foreign faxes paid for the
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year the dividend is received and go into the general pool of taxes
to be credited. T ~

Unilateral efforts to limit double taxation are imperfect. Because
of differences in rules as to when a person may be taxed on busi-
ness income, a business may be taxed by two countries as if it were
engaged in business to both countries. Also, a corporation or indi-
vidual may be treated as a resident of more than one country and
be taxed on a worldwide basis by both. =~~~ ' o

Part of the double tax problem was dealt with in previous arti-
cles that limited the right of a source country to tax income, and
that coordinated the source rules. This article provides further re-
lief where both Israel and the United States will still tax the same
item of income. o

The present treaty provides for relief from double taxation by
each country permitting a credit against its tax for the appropriate
amount of taxes paid to the other country on income from sources
within that other country. The credit is provided, however, only to
the extent permitted under domestic law. The proposed treaty pro-
vides separate rules of relief of double taxation by the United
States and Israel.

Proposed treaty

Under the proposed treaty, each country agrees to provide its
citizens and residents with a foreign tax credit for the appropriate
amount of income taxes paid to the other country. The credit al-
lowed for U.S. tax purposes under this provision is subject to the
provisions, including the limitations of sections 904 and 907, of
U.S. law applicable to the year in question. The credit allowed by
Israel is limited to the amount of Israeli tax attributable to income
from sources within the United States. = o

The proposed treaty also provides that a deemed-paid foreign tax
credit will be made available to a U.S. corporation with respect to
dividends from an Israeli corporation in which it has at least a 10-
percent ownership interest. In this case, a credit will be allowed for
the Israeli corporate tax paid by the Israeli corporation on the
earnings out of which the dividend is paid. A deemed-paid foreign
tax credit satisfying the treaty requirements is presently provided
under the Internal Revenue Code. Similarly, the proposed treaty
provides that Israel is to provide a deemed-paid foreign tax credit
for U.S. tax attributable to dividends received by Israeli corpora-
tions from U.S. corporations in which they are 10-percent share-
holders.

For the purpose of applying the U.S. foreign tax credit under the
treaty in relation to taxes paid to Israel, the rules set forth under
Article 4 will be applied to determine the source of income. The Is-
raeli taxes which the proposed treaty provides are creditable for
U.S. tax purposes are the Israeli income tax (including capital
gains tax), the company tax, the tax on gains from the sale of land
under the land appreciation tax law, the tax on income levied
under the services tax law (banking institutions and insurance
companies), and certain compulsory war loans and security loans.
With the exception of the compulsory loans, these taxes would
probably be creditable for U.S. tax purposes in the absence of the
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proposed treaty. The compulsory loans are not creditable income
taxes for U.S. foreign tax credit purposes.

In addition to providing that the compulsory loans are to be cred-
itable, the proposed treaty also setsforth special rules governing
the manner in which the loans, any interest received, and repay-
ments of the loans are to be treated for U.S. foreign tax credit pur-
poses. First, the proposed treaty provides that if a U.S. citizen or
resident claims a foreign tax credit (including a deemed-paid credit
claimed by a U.S. corporation which is a 10-percent shareholder of
Israeli corporation making the compulsory loan) for a compulsory
loan to Israel, then any interest received on the loan is not to be
treated as taxable income. Ordinarily, interest, including any inter-
est received on refunds of foreign taxes, is treated as taxable in-
come for U.S. tax purposes. ,

Second, it provides the repayment of the principal of the loan by
Israel will be treated as a refund of Israeli tax for the year in
which the loan was originally made. This rule is consistent with
the treatment of the compulsory loans as creditable taxes. Further,
as amended by the proposed protocol, the amount of the credit
taken for the loan shall be recomputed even if the statute of limita-
tions has run.

Third, there is a special rule which provides that, if the dollar

value of the repayment exceeds the dollar value of the original loan
(because of a decrease in the value of the Israeli pound versus the
dollar or because of an inflation adjustment provided in connection
with the loans), the excess in dollar value received is to be treated
as taxable income for the year of the repayment. In the absence of
this special rule, the excess dollar value received (at least to the
extent of any exchange rate gains) would be treated as a refund of
tax. ' ‘
Fourth, the amount of interest which the United States may
charge on any redetermination of U.S. tax for the year the loan
was made which results from the loan repayment is limited by the
proposed treaty to the amount of interest paid by Israel on the
loan. This rule is consistent with the rules contained in the Code
(sec. 905(c)) with respect to interest on such redeterminations. Fi-
nally, it provides that any such interest paid by the U.S. taxpayers
as the result of the redetermination of the prior year’s tax liability
is not to be allowed as a tax deduction. Ordinarily, interest paid
with respect to a redetermination of a prior year’s U.S. tax liability
is deductible by the taxpayer.

Article 27. Nondiscrimination

The proposed treaty contains a comprehensive nondiscrimination
provision relating to taxes imposed at the national level similar to
provisions which have been embodied in other recent U.S. income
tax treaties. One country cannot discriminate by imposing more
burdensome taxes on its residents who are citizens of the other
country, or on permanent establishments of residents of the other
country, than it imposes on comparable taxpayers. This provision
does not, however, require either country to grant to residents of
the other country the personal allowances, reliefs, or deductions for
taxation purposes on account of civil status or family responsibil- :
ities which it grants to its own residents. The nondiscrimination
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provision also applies to corporations of one country which are
owned by residents of the other country.

The provision is not intended to override the right of the United
States to tax foreign corporations on their dispositions of a U.S.
real property interest because the effect of the provisions imposing
the tax is not discriminatory, nor is it intended to permit foreign
corporations to claim the benefit of U.S. provisions intended to
eliminate U.S. double tax, such as the dividends received exclusion
provided by section 243.

Article 28. Mutual Agreement Procedure

The proposed treaty contains the standard mutual agreement
provision which authorizes the competent authorities Israel and
the United States to consult together to attempt to alleviate indi-
vidual cases of double taxation or cases of taxation not in accord-
ance with the proposed treaty.

Under the proposed article a resident or citizen of one country
who considers that the action of the countries or any one of them
will cause him to pay a tax not in accordance with the convention
may present his case to the competent authority of the country of
which he is a resident or citizen. The competent authority then
makes a determination as to whether or not the claim has merit.
If the claim does have merit, that competent authority endeavors
to come to an agreement with the competent authority of the other
country to limit the taxation which is not in accordance with the
provisions of the treaty.

A second provision directs the competent authorities to resolve
any difficulties or doubts arising as to the application of the con-
vention. Specifically, they are authorized to agree as to the attribu-
tion of profits to a resident of one country and its permanent estab-
lishment in another country, the allocation of income deductions or
credits and the readjustment of taxes, the determination as to
source of income, the characterization of items of i income, and the
mode of apphcatlon of the charitable contributions (Artlcle 15-A)
and the exchange of information (Article 29) provisions.

The treaty authorizes the competent authorities to communicate
with each other directly for purposes of reaching an agreement in
the sense of the mutual agreement provision. It also authorizes
them to meet together for an oral exchange of opinions. These pro-
visions make clear that it is not necessary to go through normal
diplomatic channels in order to discuss problems arising by the ap-
plication of the convention and also removes any doubt as to prob-
lems which might arise by reason of the confidentiality rules of the
United States or Israel.

Finally, the provision provides for the waiver of the statute of
limitations of either country so as to permit the issuance of a re-
fund or credit notwithstanding the statute of limitations. The provi-
sion, however, does not authorize the 1mposmon of add1t1onal taxes
after the statute of limitations has run.

Article 29. Exchange of Informatwn

This article forms the basis for cooperatlon ‘between the two
states to attempt to deal with avoidance or evasion of their respec-
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tive taxes and to enable them to obtain information so that they
can properly administer the convention. The proposed treaty pro-
vides for the exchange of information which is necessary to carry
out the provisions of the proposed treaty or for the prevention of
fraud or for the administration of statutory provisions concerning
taxes to which the convention' applies. The exchange is limited,
however, to information that could be obtained under the laws and
administrative practices of each of the countries with respect to its
own taxes. The information exchanged may relate to tax compli-
ance generally and not merely to avoidance or evasion of tax.

Information exchanged is to be treated as secret except that it
may be disclosed to any person concerned with or made a part of
a public record with respect to the assessment or collection, or liti-
gation concerning, the taxes to which the treaty applies. The Com-
mittee understands that there is a question as to whether, under
the language of the treaty, the Congress, in the exercise of its over-
sight responsibilities, could obtain the information exchanged
under this treaty. The Committee believes that such access is per-
mitted, and is recommending that the treaty be approved subject
to an understanding that such access is permitted.

A country is not required to carry out administrative measures
contrary to its law or administrative practice, to supply particulars
not obtainable under its laws or in the normal course of adminis-
tration, or to supply information that would disclose a trade secret
or the disclosure of which would be contrary to public policy.

Article 30. Diplomatic and Consular Officials

The proposed treaty contains the rule found in other U.S. tax
treaties that its provisions are not to affect the fiscal privileges of
diplomatic and consular officials under the general rules of inter-
national law of the provisions of special agreements.

Article 31. Entry into Force

The proposed treaty will enter into force 30 days following the
exchange of the instruments of ratification. It will become effective
with respect to withholding tax rates on the first day of the second
month following the date on which the proposed treaty enters into
force. With respect to all other taxes, it will become effective for
taxable years beginning on or after January 1st of the year follow-
ing the date on which the proposed treaty comes into force.

The proposed protocol will also enter into force 30 days after the
exchange of instruments of ratification. It will become effective in
accordance with Article 31 of the proposed treaty.

Article 32. Termination

The proposed treaty will continue in force indefinitely, but either
country may terminate it at any time after 5 years from its entry
into force by giving at least 6 months’ prior notice through diplo-
matic channels. If terminated, the termination will be effective
with respect to income of taxable years beginning (or, in the case
of withholding taxes, payments made) on or after April 1 next fol-
lowing the expiration of the 6-month period. The provisions of Arti-
cle 21 (social security payments) may be terminated by either coun-
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try at any time after the proposed treaty enters into force by prior
notice given through diplomatic channels.

Exchange of Notes

Three notes were exchanged at the signing of the proposed proto-
col to the proposed treaty.
~ The first note deals with investment incentives through the tax
treaty mechanism. The note states that during the negotiation of
the treaty the Israeli delegation emphasized the need for including
in any treaty provisions to encourage or promote investment in Is-
rael. Specifically mentioned was an investment tax credit for that
investment. The note states that the United States could not accept
such provisions at the time of negotiation, but that it would reopen
discussions on this issue if circumstances changed.

The second note concerns the administration of the provisions of
Article 15-A (Charitable Contributions) which permits a resident of
one country to deduct as charitable contributions, contributions to
certain organizations created or organized in the other country.
The effect of this note is discussed under Article 15-A.

The third note deals with the exchange of information provisions
under the treaty (Article 29). The note recognizes that due to lack
of technical capability and a manpower shortage, Israel cannot ex-
change information on a routine basis with respect to payments
from Israel of dividends, interest, and royalties to residents of the
United States and cannot acquire information which the Finance
Ministry does not have at this time. The note commits Israel to
supply the information as soon as it has remedied these defi-
ciencies.

In general, the United States receives on a routine basis informa-
tion from its treaty partners containing the names of U.S. persons
who receive dividends, interest, royalties, and other income from
that other country. If properly used, this information would assist
the Internal Revenue Service in determining whether or not such
income is being reported by the recipient. Information on specific
request will be provided in any event.
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